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New Code alters estate and gift transfer 


provisions without coordinating rules 


by Boris I. Brrrker 


Divergent rules governing gift and estate taxation have long troubled practitioners, who looked to the 


new law for a comprehensive revision in this area. The 1954 Code, while modifying certain sections, 


has failed to reconcile the disparities which make transfers complete for one tax but still incomplete 


for others. This discussion deals with the new Code’s principal changes and points out the need for 


further amendments in this area. 


ry ue Internal Revenue Code of 1954 may be “the 

first comprehensive revision of the internal revenue 
laws since before the turn of the century,” but there 
has been no systematic overhauling of the estate and 
gift-tax provisions. Instead, a little paint has been 
slapped over a few of the rust spots, a couple of dented 
fenders have been replaced, and some chrome-plated 
accessories have been substituted for, and in several 
cases added to, older devices that were more service- 
able though less gaudy than the new ones. It is hard to 
avoid the conclusion that the estate- and gift-tax 
changes were the product of uncoérdinated work on a 
series of separate problems, supervised without pur- 
pose or enthusiasm, constituting only a postscript to 
the major task of revising the income tax. It is clear 
that nothing was done to clear up the haphazard 
pattern of federal transfer taxation, woven by the 
irrationally divergent sets of rules for inter vivos and 
testamentary gifts. The foundation for a revision of 
this area was laid in 1947. (See Federal Estate and Gift 
Taxes: A Proposal for Integration and for Correlation 
with the Income Tax, U.S. Treas. Dept. 1947.) Since 
no effort was made to bring the gift tax and estate tax 
in harmony with each other, it is not surprising to find 
that they have not been coérdinated with the income 
tax.' As for the difficult life-estate-remainder question, 


there is no evidence that anyone was troubled by it. 
Perhaps it is harsh to criticize the revisers for what 
they have left undone, when so many other papers in 
journals like this one are denouncing them for what 
they have done; and it may be unfair to expect that a 
“comprehensive revision” will comprehensively revise 
everything that needs revision, especially when the 
subject is federal taxation. Still, the whole job was 
undertaken, the result has been advertised as a com- 
prehensive revision, not of some but of “the” internal 
revenue laws, and it would be a pity if this worked an 
estoppel against a really thorough-going reform of the 
estate and gift taxes. 


GIFT TAX EXCLUSION 


The first $3,000 of gifts to any one donee in a single 
calendar year are excluded from the category of “tax- 
able gifts” by Section 2503(b) of the 1954 Internal 
Revenue Code. Gifts of $6,000 can be excluded if the 
donor and his or her spouse elect under Section 2513 
to have the gifts treated as made one-half by each 
spouse. Only to the extent that gifts exceed the $3,000- 
$6,000 exclusion do they eat into the donor's lifetime 
exemption of $30,000,” and only after the exemption is 
exhausted is there a gift-tax liability. The $3,000—$6,000 
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exclusion not only allows birthday and Christmas gifts 
to be made without federal tax consequences, but it is 
also sometimes an important instrument in estate plan- 
ning. A comprehensive program of intra-family trans- 
fers may be devised to exploit the annual per-donee 
exclusion to the hilt; a married donor with several 
children can obviously dispose, over a period of years, 
of what may be a substantial fraction of a sizeable 
estate without paying any gift tax. 


Future interest gifts not allowed 


But the $3,000-$6,000 exclusion is not allowed to 
gifts of future interests. The pre-1954 Treasury Regula- 
tions, which have received abundant judicial approval 
and which will probably be continued under the 1954 
Code because the denial of the exclusion to gifts of 
future interests was carried forward without change, 
define “future interests” to include “ reversions, 
remainders, and other interests or estates, whether 
vested or contingent, and whether or not supported by 
a particular interest or estate, which are limited to 
commence in use, possession, or enjoyment at some 
future date or time.” (U.S. Treas. Reg. 108, Sec. 86.11.) 

It should be noted that the term “future interest” as 
used in the Code does not necessarily mean the same 
as when used in local property law. Any postponement 
of the donor's present possession or enjoyment of prop- 
erty requires the gift to be considered, for tax pur- 
poses, a “future interest.” For example, if a trustee is 
either directed or authorized to accumulate income for 
a period of time, with the income and the corpus to 
be paid to the donee at a specified date in the future, 
the entire gift is a “future interest” and none of it may 
be excluded. 

Before 1954, considerable difficulty was experienced 

with the concept of “future interest” in the case of 
gifts to minors. If when the gift was made a guardian 
of the minor’s property had already been appointed by 
the appropriate court, a gift to the guardian would 
qualify for the exclusion, unless it would not qualify if 
made in identical terms to an adult. This was true 
despite the fact that the minor’s guardian would have, 
by virtue of his appointment, powers of control over 
the property that, if vested in a trustee, would make 
the gift a “future interest.”* Even if no guardian of 
the minor's property had been appointed when the 
gift was made, it was apparently conceded by the 
Internal Revenue Service that a gift to the minor in 
outright form could still qualify, despite the fact that 
‘Section 1014 does bring the income tax somewhat closer to 
death taxation, and Sections 691 and 692 embody some modi- 
fications of Section 126 of the 1939 Code, but in the critical 
area of trusts, transfers that are complete for one tax are still 
incomplete for others. Although a single set of standards is not 
necessarily preferable, the disparities that now exist result from 
accident, not intention. 
*In the case of married donors, each has a $30,000 exemption, 
available indiscriminately for gifts of his or her own property 
or for gifts that are treated as made by him or her as a result of 
a consent under Section 2513(a). 


* Tt has been suggested that the distinction may be explained by 
the fact that a guardian represents the minor, while a trustee is 


the minor is subject to certain disabilities in the 
handling of his own property. Any other conclusion 
could mean that even a gift of an electric train to a 
young boy would be a gift of a future interest because 
of the youngster’s disabilities. Yet the availability of 
the exclusion where no guardian of the property had 
been appointed remained cloudy, and it was not until 
September, 1954 that the Internal Revenue Service 
publicly ruled (in Rev. Rul 54-400) that “An unquali- 
fied and unrestricted gift to a minor, with or without 
the appointment of a legal guardian, is a gift of a pres- 
ent interest; and disabilities placed upon minors by 
state statutes should not be considered decisive in de- 
termining whether such donees have the immediate 
enjoyment of the property or the income therefrom 
within the purport of the federal gift-tax law. (See 
John E. Daniels vy. Commissioner, TCM Feb. 13, 1951.) 
In the case of an outright and unrestricted gift to a 
minor, the mere existence or non-existence of a legal 
guardianship does not of itself raise the question 
whether the gift is of a future interest. Cf. Rev. Rul. 
54-91, IRB 1954-10, 14, involving a gift in trust for the 
benefit of a minor. It is only where delivery of the 
property to the guardian of a minor is accompanied by 
limitations upon the present use and enjoyment of the 
property by the donee, by way of a trust or otherwise, 
that the question of a future interest arises. See 
Katherine Schuhmacher, 8 TC 453.” 


Gifts to minors still in doubt 


Yet even this belated ruling does not clear up the 
most frequently litigated area of gifts to minors, as its 
guarded language (“should not be considered decisive” 
and “does not of itself raise the question”) should 
indicate. Assume a gift in trust, with the trustee vested 
with discretion to distribute or accumulate, so that 
the exclusion would be denied whether the beneficiary 
is an adult or a minor. If the donor adds that the bene- 
ficiary may terminate the trust and draw down the 
income and corpus whenever he chooses, the gift will 
not be a future interest if the beneficiary is an adult, or 
if he is a minor and a guardian has already been 
appointed who can exercise the power of termination. 
If there is no guardian, however, the Internal Revenue 
Service has traditionally contended that the gift was of 
a future interest. It still takes that position,‘ relying cn 
a decision of the Court of Appeals for the Second 
Circuit.5 The Courts of Appeals for the Sixth and 
Seventh Circuits have decided against the Service on 
the donor’s representative. The Senate Report on the 1954 Code 
(p. 127) makes this interesting observation, which if accepted 
as an authoritative interpretation of the new statute is more 
restrictive than the Internal Revenue Service's Dagens has 
apparently been in the past: “Where a child’s guardian who has 
control over gifts to a child, is personally responsible for the 
support of a child, since he must provide for the current needs 
of the child, it would appear that a valid gift could only be for 
a child’s future benefit.” See Stifel v. Commissioner, 197 F.2d 
107, 110 (2d Cir. 1952). 

* Rev. Rul. 91, 1954 IRB No. 10 at 14, which is reaffirmed by 


Rev. Rul. 54-400. 
5 Stifel v. Commissioner. 
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essentially identical facts. (Gilmore v. Comm., 213 F. 
2d 520; Kieckhefer v. Comm., 189 F. 2d 118.) 


New Section 2503(c) exclusion 


With the law in this posture, Congress enacted 
Section 2503(c) of the 1954 Code. It specifically allows 
the exclusion in the case of a gift to a minor if the 
property and the income therefrom may be expended 
by or for the benefit of the donee during his minority 
and to the extent not so expended will pass to him at 
21 or, in the event of his death before 21, will be pay- 
able to his estate or as he may appoint under a general 
power of appointment. The crucial term in Section 
2503(c) is “may be expended by, or for the benefit of, 
the donee.” This language seems to embrace a gift in 
trust where the trustee may distribute or withhold in- 
come and corpus in his discretion, even though in 
exercising his discretion he is the representative of the 
donor rather than of the donee. A similar transfer in 
trust for the benefit of an adult (i.e., one under which 
the trustee may distribute or accumulate in his discre- 
tion for a period of time) would constitute a future 
interest in its entirety. Although legislation to clarify 
the status of gifts to minors might have been antici- 
pated, the Senate Finance Committee's report does not 
explain why such gifts are apparently now granted the 
exclusion when identical gifts to adults would fail to 
qualify. Possibly the statute was drafted on the theory 
that a trustee’s power of control over a minor's prop- 
erty should not disqualify the gift since similar control 
vested in a guardian does not. Perhaps Section 2503(c) 
recognizes, albeit only to a limited degree, that the 
disqualification of future interests serves no useful 
function in any event. 


Limited application makes trust vulnerable 

Does Section 2503(c) apply to a gift in trust if the 
trustee’s power to distribute income and corpus before 
the minor reaches 21 is exercisable only in accordance 
with a prescribed standard, e.g., if he may distribute 
only in case of extraordinary medical expenses, or only 
for education and support where the parents are unable 
to provide for the minor? It is possible, of course, to 
say that even with such restrictions, the income and 
corpus “may be expended by, or for the benefit of, the 
donee.” But if the trustee may distribute the income 
and corpus only in certain exceedingly limited circum- 
stances, the trust realistically viewed provides for an 
accumulation until the donee reaches his majority. It 
is clear that Section 2503(c) does not embrace a trust 
under which income is to be accumulated until the 
donee reaches his majority; and we must assume from 
this that the term “may be expended” was intended 
to have substantial meaning. This leads me to the 
conclusion that qualifications on the trustee’s power to 
spend for the benefit of the minor may make the trust 
vulnerable. At any rate, if the exclusion is regarded as 
essential by the donor, I would want to await the 


regulations before imposing any restrictions upon the 
trustee’s power to spend both income and corpus. Of 
course, here as elsewhere, it can be a serious error to 
include in a trust instrument provisions that are dic- 
tated solely by tax considerations, without regard to 
the personal requirements of the parties concerned. 

It will be noted that, under Section 2503(c), both 
the corpus and the income must be subject to expendi- 
ture as indicated; it will not do to grant only a life 
interest. But Section 2503(c) is apparently not the sole 
method of making gifts to minors that will qualify for 
the exclusion; the Senate Report states (page 479) 
that Section 2503(c) “describes a certain type of gift 
to a minor which will not be treated as a gift of a 
future interest.” If, therefore, the donor wishes only 
the income of the trust to be paid to the minor bene- 
ficiary, the gift will not qualify under Section 2503(c), 
but the value of the life estate will qualify for the 
exclusion unless it is a gift of future interest. Life 
interests (under trusts or otherwise) are not regarded 
as future interests if the donee is an adult,® and unless 
the minor’s disabilities stand in the way, a life interest 
in a minor ought also to qualify. Before 1954 the 
Internal Revenue Service would probably have con- 
ceded as much if a guardian of the minor’s property 
had been appointed before the gift was made, and 
Revenue Ruling 400 seems to make the non-existence 
of a guardian irrelevant so long as the donee’s convey- 
ance imposes no restrictions on the use and enjoyment 
of the property by the minor. 


DIVORCE SETTLEMENTS 


Before 1954, there was no statutory answer to the 
question whether a divorce settlement was a taxable 
gift by one spouse to the other. The statute set out the 
general rule, now embodied in Section 2512(b): 
“Where property is transferred for less than an ade- 
quate and full consideration in money or money’s 
worth, then the amount by which the value of the 
property exceeded the value of the consideration shall 
be deemed a gift, and shall be included in computing 
the amount of gifts made during the calendar year.” 

The Internal Revenue Service conceded in 1946 that 
a release by the wife of her right to support constitutes 
“adequate and full consideration in money or money’s 
worth.”* But the ruling indicated that a factual inves- 
tigation would be made in each case to ascertain 
whether the payment by the husband was in excess of 
the value of the wife’s right to support, and that any 
excess thus determined would be a taxable gift: “. 
The question whether the transfer is in excess of rea- 
sonable support rights is for the determination of the 
Bureau. That portion of any transfer which is allocable 
to the release by the wife of her property or inheritance 
rights is to be considered as not made ‘to any extent’ 
for an adequate and full consideration in money or 
money's worth. 
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“The establishment of .a reasonable allocation is re- 
garded as a proper matter for administrative deter- 
mination by the Bureau in the absence of a reasonable 
allocation or segregation by the parties. In making this 
determination the facts and circumstances of each case 
will be separately considered. Elements to be consid- 
ered are the amount of the husband’s annual income, 
the extent of his assets, also, the life expectancies of 
the parties and the probability of the wife’s remarriage, 
alimony almost universally being limited to such pe- 
riods. An agreement of the parties may provide for 
payments extending beyond the period of their joint 
lives. The required allocation in such a case will in- 
volve a determination of the question whether the ag- 
gregate amounts paid and payable exceed normal 
support rights, which ordinarily would terminate upon 
the death of the husband. The contingency of the 
wife’s remarriage may be measured by actuarial 
standards.” 


Harris decision rejects government position 


The government's theory that a divorce settlement 
was a taxable gift to the extent it exceeded the value of 
the right to support, however, was soon rejected in 
part by Harris v. Commissioner, 340 U.S. 106 (1950). 
In this case, the Supreme Court held (by a 5-4 deci- 
sion) that there was no taxable gift when property 
was transferred under an agreement that was condi- 
tioned upon a decree of divorce and approved by the 
divorce court. The fact that the obligations undertaken 
in the agreement were to survive any divorce decree 
was held to be irrelevant, even though this provision 
added the sanction of an action for breach of contract 
to contempt proceedings as a means of enforcing the 
duty to pay. It was conceded by the government that 
if the transfer had been ordered by the divorce court, 
without any prior agreement by the parties, it would 
not have been a taxable gift; and it was apparently 
conceded by the taxpayer, and the Supreme Court 
agreed, that the transfer would have been a gift if it 
had been founded upon an agreement that was neither 
conditioned upon nor embodied in the divorce decree. 
But it was quite unclear from the opinion whether a 
transfer under an agreement that was conditioned on 
divorce but not approved by the divorce court would 
be a taxable gift, and left in similar uncertainty was 
the status of an agreement that was not conditioned on 
*Charles v. Hassett, 43 F.Supp. 432 (D. Mass. 1942); see 
Fondren v. Commissioner, 324 U.S. 18 (1945). 

"ET 19, 1946-2 Cum. Bull. 166. The ruling was more generous 
to the taxpayer than the Court of Appeals for the Second Cir- 
cuit, which had held that a release of the right to support was 
not adequate and full consideration for estate-tax purposes; 
while its decision was based on what is now Section 2043(b), 
the same result would probably have been reached for gift 
purposes as well. Meyer’s Estate v. Commissioner, 110 F.2d 367 
(2d Cir. 1940), cert. denied, 310 U.S. 651 (1940); see Com- 
missioner v. Converse, 163 F.2d 131 (2d Cir. 1947). 

* The Harris case also seems to cover settlements on the occasion 
of a legal separation, if conditioned on the decree and approved 


by the court, though no divorce is asked or granted. Section 
2516 requires a divorce. 


divorce though in fact approved by the divorce court. 
In McMurtry v. Commissioner, 203 F.2d 659 (Ist 
Cir. 1953), it was held that such a transfer was 
sheltered by the Harris case; the court stated that 
transfers in contemplation of divorce are not within 
the intended scope of the gift tax law and that the 
Harris case should not “be applied narrowly and 
limited to its precise facts.” See, for a contrary view, 
Taylor and Schwartz, “Tax Aspects of Marital Property 
Agreements,” 7 Tax L. Rev. 19, 38—49 (1951). 


Written agreement frees transfer 


Section 2516 of the 1954 Code now intervenes to 
insure that a transfer in settlement of “marital or 
property rights” will not be a taxable gift if made 
pursuant to a written agreement between husband and 
wife “relative to their marital and propeity rights” if 
divorce occurs within two years after the making of 
the agreement. The agreement need not be approved 
by the divorce decree, although approval may still be 
necessary to insure an estate-tax deduction should 
transfers have to be made after the death of the 
obligated spouse. It has regularly been held in the 
marital right area that the estate and gift taxes are in 
pari materia (see e.g. supra note 7), but the fact that 
Section 2516 now allows a transfer to be made free of 
gift tax will probably not free a transfer from the 
estate tax. Sections 2053(c)(1)(A) and 2043(b) 
have a judicial history that the 1954 Code was not 
intended to alter. Presumably Section 2516 was not 
intended to be exclusive, so that transfers made pur- 
suant to the divorce court’s order will be non-taxable 
under the Harris case even though there was no previ- 
ous written agreement. Moreover, if divorce occurs 
more than two years after an agreement, transfers 
under it should still be able to find shelter behind the 
Harris case if the agreement is conditioned on divorce 
and approved by the court.® Similarly, although a 
transfer under an agreement made after the divorce 
will not qualify under Section 2516, it should not be 
a taxable gift if as consideration the transferee 
relinquishes equally valuable rights under an earlier 
agreement or under the decree (Rosenthal v. Comm., 
205 F.2d 505 (2nd Cir. 1953) ). It is, of course, possible 
that Section 2516 was intended to pre-empt the field of 
divorce settlements, so that non-qualified transfers will 
all be taxable; but this seems unlikely, since the result 
would be to penalize the husband who acts only under 
judicial compulsion because his wife will not agree in 
writing to a settlement. 

Section 2516 not only requires a written agreement 
between husband and wife “relative to their marital 
and property rights,” but also specifies, apparently as 
additional, independent requirements, that the trans- 
fers must be “made pursuant to such agreement” and 
“in settlement of [the transferee’s] marital or property 
rights.” Alternatively, the transfer may be to provide 
a reasonable allowance for the issue of the marriage 
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during minority, as will be seen. Presumably a transfer 
is “in settlement” of marital or property rights under 
Section 2516 even though it does not terminate, once 
and for all, the marital claims of one spouse on the 
other. Any “settlement” contemplated by an agreement 
can be upset by the divorce court; and in most juris- 
dictions it has continuing jurisdiction over the settle- 
ment. The requirement that the transfer must be in 
settlement of “marital or property rights” may create 
problems. The right to support has been held a 
“marital right” as that term is used in Section 2043(b).° 
Although this construction has been repudiated by the 
Internal Revenue Service, a settlement of support 
rights was unquestionably intended to be included in 
Section 2516. But what if the property transferred at 
the time of divorce exceeds the value of the transferee’s 
marital and property rights? If the transferee previously 
relinquished all marital rights (e.g., by an ante-nuptial 
settlement or at the time of a legal separation) and 
has no property rights to give up, or if the property 
transferred exceeds the value of any marital or 
property claims against the transferor, is there a tax- 
able gift? Section 2516 would not preclude the possi- 
bility, unless it is assumed that the Harris case imposes 
no limit on the transferor’s generosity or the transferee’s 
greed, and that Section 2516 was intended to put 
unapproved settlements on a par with those approved 
by a divorce court. The delightful suggestion has been 
made that under the Harris case “the cheapest way of 
making a substantial gift to a member of the opposite 
sex (subject, of course, to the prohibitions against 
incest and bigamy) would be to enter into marriage 
with such person, and shortly thereafter make the 
desired transfer by way of a property settlement 
incorporated into a divorce decree.” I am surprised 
that some of the more exuberant estate planners in our 
midst have not already advertised this program as 
the greatest tax-saving device of the century. 

A transfer pursuant to the agreement will qualify 
under Section 2516 if, instead of settling the marital 
and property rights of the spouses, it serves “to provide 
a reasonable allowance for the support of issue of the 
marriage during minority.” The same result was 
reached without statutory intervention under ET 19. 
If a transfer provides support for issue after minority, 
or exceeds a “reasonable allowance” during minority, 
so that it cannot fully qualify under Section 2516, is 
it necessarily a taxable gift? A transfer which provides 
more than a reasonable allowance for support during 
minority ought to qualify under Section 2516 in part, 
with only the excess disqualified, but the language of 
the provision is capable of a less rational “all-or- 
nothing” construction.” In Rosenthal v. Commissioner 
it was held, in line with earlier decisions, that pay- 
ments to minors beyond their needs for support or to 
adult children were taxable gifts even though the 
agreement was approved by the divorce court, on the 
ground that the divorce court’s jurisdiction did not 


extend beyond insuring reasonable support for 
minors.!° The same result should follow for payments 
for other members of the transferee’s family, like 
parents or children of a previous marriage. 

The agreement itself may distinguish between pay- 
ments in settlement of the wife’s (or husband’s ) marital 
and property rights and payments for the benefit of 
children. If there is no allocation in the agreement, 
however, a puzzling issue will present itself. The value 
of the support rights of minor children and the wife 
may be ascertained, if not with precision, at least 
within reasonable limits. (The wife’s right to support 
terminates on her death or remarriage. The actuarial 
tables on remarriage are not very satisfactory. See 
Comm. v. Maresi, 156 F.2d 929 (2nd Cir. 1946).) But 
the value of dower can hardly be more than guessed 
at,'! so that we are faced with the question whether 
an amount in excess of the value of support for the wife 
and children should be allocated to the wife’s dower 
rights (and go tax-free under Section 2516) or treated 
as an excessive, and taxable, allowance for the children. 
Once a deficiency is asserted, the taxpayer will have 
the burden of proving Section 2516's applicability, and 
this probably carries with it the burden of proving 
how the transfer should be allocated. 


JOINT TENANCY IN REAL PROPERTY 


Under pre-1954 law, the creation of a tenancy by 
the entirety or a joint tenancy with right of survivor- 
ship was a gift by the tenant who paid the considera- 
tion for the property thus transferred. Additions, 
improvements, and mortgage-amortization payments 
with respect to property held in joint tenancy are also 
taxable gifts. In the case of a joint tenancy with right 
of survivorship, since either joint tenant may obtain 
one-half of the property by partition, the transfer is a 
gift of one-half of the value of the property.'* If both 
joint tenants contribute toward the creation of the 
tenancy, there is no gift if they contribute in equal 
amounts; otherwise, there is a gift to the other by the 
one who contributes more than half of the considera- 
tion. (See U.S. Treas. Reg. 108, Sec. 86.2(a)(5).) In 
the case of a tenancy by the entirety, the gift is re- 
garded as a gift of the sum of (a) the transferee’s inter- 
est in the income from the property (ordinarily one- 
half under modern law), plus (b) the value of his right 
to take the entire property of survivorship.’* The 
younger the transferee, the greater will be the value of 
the gift in the case of a tenancy by the entirety. The 
gift tax exclusion, although there apparently are no 
cases or rulings on this point, should be allowed with 
respect to a joint tenancy with right of survivorship, 
since the transferee gets an immediate right by parti- 
tion to take half of the value of the property. In a case 
of a tenancy by the entirety, the gift would apparently 
be entitled to the exclusion so far as the value of the 
donee’s right to income is concerned, but the right to 
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take the entire property.on survivorship would be a 
“future interest” under Section 2503(b) and would not 
qualify for the exclusion. 

Although the creation of a joint tenancy or tenancy 
by the entirety may be a taxable gift, the entire value 
of the property will be included for estate-tax purposes 
in the estate of the tenant who dies first, except to the 
extent that it can be shown that the survivor put up 
the consideration, under Section 2040 of the 1954 Code. 
If the creator of the tenancy dies first, then, his estate 
will be taxed even though he paid a gift tax when the 
tenancy was created. His estate will receive a credit 
for the gift tax, viewed as a “down payment” on the 
estate tax, but the credit will not necessarily be for 
the full amount of the gift tax. As a result of a 1954 
amendment, however, a second disadvantage of the 
joint tenancy has been abrogated. Under Section 1014 
(b) (9), as amended, the surviving tenant’s income- 
tax basis for property so held will be the estate-tax 
value, less any depreciation previously allowed to him 
in respect of the property, Formerly, the survivor's 
income-tax basis did not reflect the value at the date 
of the death of the other joint tenant. 


Down payment helps 


The fact that the creation of a joint tenancy is a 
gift is unquestionably often ignored, particularly in 
the case of personal residences. Often, however, the 
down payment (or later payments to improve the 
property or to amortize the mortgage) would not be 
sufficient to attract an actual gift tax. If, for example, 
the husband makes a down payment of $12,000 on 
property taken in joint tenancy with right of survivor- 
ship, the gift to the wife is $6,000, but against this the 
husband may apply a marital deduction under Section 
2523 of $3,000, and the $3,000 exclusion would take 
care of the rest. Even if the down payment exceeded 
$12,000, or if the exclusion was partly exhausted by 
previous gifts to the wife in the same calendar year, 
no tax would be due unless the husband’s $30,000 
exemption was exhausted. 

Against this background, the 1954 Code provides in 
Section 2515 that the creation of a tenancy by the 
entirety (including a joint tenancy with right of 
survivorship) shall not be a taxable gift unless the 
donor elects to have it treated as such. The provision 
is applicable only to tenancies in real property be- 
tween husband and wife. Under Section 2515, if the 


’ Meyer’s Estate v. Commissioner, supra note 7. 

“In the case of incompetent adult children, payments ordered 
bs a court of competent jurisdiction would presumably be tax- 
free under the Harris case; and indeed the theory of ET 19 
would shield such transfers even without a court order. 

See Fahs v. Merrill, 142 F.2d 651, 654 (5th Cir. 1944); but 
compare the contrery views of the dissenting justices in the 
same case in the Sureme Court, 324 U.S. 308, 314 (1945). 

See, generally, Rudick, Federal Tax Problems Relating to 
Property Owned in Joint Tenancy and Tenancy by the Entirety, 
4 Tax L. Rev. 3, 19-24 (1948). It should be noted that the 
rules discussed above are not applicable to the creation of a 
joint bank account, where the depositor has the power to with- 


creator of the tenancy does not elect to treat its creation 
as a taxable gift, its termination (other than by death) 
will be a gift to the extent that the donor receives 
more than his proportionate share of the proceeds.'® 
If property is expected to appreciate substantially in 
value, and if a sale followed by an equal division of 
the proceeds is likely, it may be advisable to elect to 
have the creation of the tenancy, rather than its termi- 
nation,'® treated as a gift. An election is especially ad- 
visable if the marital deduction and exclusion will 
eliminate any tax liability. No doubt this opportunity 
will often be overlooked, however, especially if no 
part of the specific exemption is used, since it requires 
what will seem to many the idle formality of filing a 
tax return when no tax is due. Under Section 2515(c), 
the election is to be made in the donor’s gift-tax 
return for the taxable year when the gift was created, 
filed “within the time prescribed by law,” even though 
the gift does not exceed the $3,000 exclusion. 


PROCEEDS OF LIFE INSURANCE 


Before 1954, the proceeds of insurance upon the 
life of the decedent were includible in his gross estate 
if (1) the proceeds were receivable by the executor, 
(2) the decedent possessed at the time of his death 
any of the incidents of ownership (e.g., the right to 
name or change the beneficiary, to surrender the 
policy for cash, or to borrow on or pledge the policy 
for a loan; but not including a reversionary interest), 
or (3) the decedent paid the premiums directly or 
indirectly. As a result of the third of these provisions, 
the proceeds of a policy were included in the estate 
of the decedent simply because he paid the premiums, 
even though the proceeds were irrevocably payable to 
named beneficiaries and despite the decedent's lack 
of control over the policy. A paid-up insurance 
policy, unlike other types of property, could not be 
removed by an inter vivos transfer from the insured’s 
estate. The theory, of course, was that whatever life- 
time advantages were conferred by such a transfer on 
the donee (the right to borrow on the policy, to sur- 
render it for cash, etc.) were so far subsidiary to its 
value on maturity that the transfer was necessarily 
testamentary. 


Premium-payment test eliminated 


Section 2042 abandons this theory by eliminating 


draw his portion. U.S. Treas. Reg. 108, Par. 86.2(a)(4). 
U.S. Treas. Reg. 108, Section 86.2(a)(6); Commissioner v. 
Hart, 106 F.2d 269 (3d Cir. 1939). 

“ A return is required by Section 6019(a) if any transfer by gift 
exceeds the $3,000 exclusion, however, though no tax is due. 

® Section 2515(b). If the tenancy is terminated as part of a 
divorce settlement, query whether Section 2515(b) is over- 
ridden by Section 2516. 

The termination of a joint tenancy by sale and equal division 
of the proceeds is not a gift (if its creation was treated as a 
gift); but the termination of a tenancy by the entirety may be 
a gift if the proceeds are not divided in proportion to the 
actuarial values of the spouses’ respective interests. 





200 * The Journal of Taxation * 


April 1956 


the premium-payment test. The Senate report states 
that “No other property is subject to estate tax 
where the decedent initially purchased it and then 
long before his death gave away all rights to the prop- 
erty and to discriminate against life insurance in this 
regard is not justified.” If the proceeds of the policy 
are payable to named beneficiaries, and if the dece- 
dent irrevocably relinquishes the right to change the 
beneficiary, to borrow against the policy, to draw down 
its cash surrender value, etc., the proceeds will not be 
includible in his estate despite the fact that he paid 
the premiums. The 1954 law also alters the “incidents 
of ownership” test by providing for the first time that 
this phrase shall include a _ reversionary interest 
(whether expressly reserved or arising by operation of 
law) if its value exceeded 5% of the value of the 
policy immediately before the death of the decedent. 
Before 1954, the reservation of a reversionary interest 
did not make the proceeds includible under Section 
811(f) of the 1939 Code, but it might have been fatal 
under Section 811(c). Such a reversionary interest 
would arise if the decedent named his estate as a 
contingent beneficiary or if by reason of local law his 
estate would become the beneficiary under the policy 
upon the death or disqualification of the named bene- 
ficiary.17 Neither the statute nor the Senate Report 
states how “the value of the policy immediately before 
the death of the decedent” is to be determined; pre- 
sumably it must be assumed, contrary to fact, that the 
insured was not in extremis, and perhaps we are to 
look solely to actuarial tables to ascertain the likeli- 
hood that the insured’s estate will receive the proceeds 
of the policy. 

The new statute will permit the proceeds of life 
insurance to be kept out of the decedent's estate in 
those cases where he is willing to surrender all the 
incidents of ownership of the policy. In addition, it 
may presage a revival of the life-insurance trust. 
Suppose, for example, that the decedent transfers 
$50,000 into a life-insurance trust, the income to be 
used to pay premiums on life insurance in the face 
amount of $75,000. Before 1954, the corpus of the 
trust would have been includible in the decedent's 
estate under Section 811(c)(3) of the 1939 Code, 
because the beneficiary would have to survive the 
decedent in order to come into possession and enjoy- 
ment of the corpus; and the insurance proceeds would 
have been included because the premiums were paid 
“directly or indirectly” by the decedent. Under the 
new statute, the proceeds of the insurance would be 
excluded because the premium payment test has been 
abrogated, and the corpus would probably also be 
excluded because of a parallel change in what was 
formerly Section 811(c). The income of the trust 
would be taxed to the decedent under Section 677- 
(a)(3), which carries forward the rule of Section 
167(a)(3) of the 1939 Code, thus continuing to recog- 
nize the unique characteristics of life insurance. It 


is conceivable that the government will contend that 
the corpus of a life insurance trust could be included 
in the decedent’s estate under Section 2036(a)(1) on 
the ground that he retained for his life the “enjoy- 
ment” of the income because it was applied to keep 
alive the insurance policies. It has not been thought 
that a grantor retains “possession or enjoyment” of 
trust income simply because it is devoted to a re- 
stricted use specified in advance, so long as he is not 
thereby relieved of a legal obligation. See US. 
Treas. Reg. 105, Sec. 81.18(a). 


Surrender of incidents of ownership 


It should be noted that in the case of a policy that 
is already partly or fully paid up, a surrender of the 
incidents of ownership constitutes a gift by the in- 
sured. The amount of the gift will be the cost of the 
policy, as in Guggenheim v. Rasquin, 312 U.S. 254 
(1941), unless the policy has been in force for some 
time and is only partly paid up, in which event the 
terminal reserve is to be used (U.S. Treas. Reg. 108, 
Sec. 86.19(i) ). Although the regulations do not say so, 
the value might be stepped up if the insured was in 
ill health at the time of transfer. Such a transfer will 
often be treated as a gift in contemplation of death,'® 
though this possibly is less menacing now that testa- 
mentary motives are overlooked if the transferor lives 
more than three years after the transfer. The con- 
templation-of-death threat also arises if the insured 
pays premiums on a policy after surrendering the 
incidents of ownership. Will the premiums paid dur- 
ing the last three years of his life be gifts in contempla- 
tion of death? As with transfers of partly or fully paid 
policies, premium payments are likely to be treated 
as gifts in contemplation of death, even though they 
are not to be automatically so characterized. The 
critical issue is the value of the gift; is it the full pro- 
ceeds of the policy if, but for the payments, it would 
lapse, or some lesser amount? The former method of 
valuing the gift in contemplation of death may be 
appropriate if no other premiums have been paid, or 
if the policy is a contract of term insurance, since 
then the proceeds are wholly attributable to the trans- 
fers in contemplation of death. But the statute, Sec- 
tion 2035(a), provides for the inclusion of “the value 
of all property . . . to the extent of any interest therein 
of which the decedent has at any time made a transfer 

. .in contemplation of his death.” This may embrace 
only the amount of the premiums. See Bittker, “The 
Church and Spiegel Cases: Section 811(c) Gets a New 
Lease on Life,” 58 Yale L.J. 825, 861 n. 165 (1949). If 
the policy has been in force for some time, however. 
the proceeds are only partly attributable to the pre- 
miums paid in the last three years, and then at most 
only an appropriate fraction of the proceeds should be 
employed in valuing the gift. The Senate Report states 
(p. 472) “[Sec. 2042] revises existing law so that pay- 
ment of premiums is no longer a factor in determining 
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the taxability under this section of insurance proceeds.” 


(Emphasis added.) Even so, the premium-payment. 


test must not be smuggled back into the Code via the 
contemplation-of-death route, and to value the gift 
at the full face amount of the policy because pre- 
miums paid in contemplation of death kept it alive 
would come perilously close to restoring. the premium- 
payment test. Moreover, many policies provide that 
upon a failure to pay premiums, the insurance is 
automatically extended in its face amount for a period 
of time that depends upon the cash value of the 
policy and the age of the insured at the time of de- 
fault. If the face amount of the policy would have 
been paid even if the last three annual premiums had 
not been paid, there is no sound reason for valuing the 
gifts in contemplation of death at more than the pre- 
miums themselves. 


TRANSFERS CONDITIONED UPON 
SURVIVORSHIP 


Before 1954, the most troublesome clause in the 
entire federal estate-tax law was the provision re- 
specting transfers “intended to take effect in possession 
or enjoyment at or after” the decedent’s death. One 
group of cases involved the applicability of this clause 
to transfers under which the decedent reserved the 
income from the transferred property for his life. The 
status of such transfers has come to depend upon 
whether the transfer occurred on or before March 3, 
1931, in which event the property is not taxable, or 
after that date, in which event it is taxable. A second 
group of cases dealt with whether property would 
be included in the decedent’s estate if the beneficiary 
could come into present possession and enjoyment of 
it only by surviving the decedent. An example is a 
trust under which the income is to be accumulated 
for the grantor’s life, with income and principal to 
be paid over to the beneficiary at the grantor’s death. 
In 1929, it was held in Reinecke v. Northern Trust Co., 
278 U.S. 339 (1929), that property so transferred was 
not includible in the decedent’s estate, since, because 
he retained no rights in the property, nothing passed 
from his possession, enjoyment, or control at his death. 
A series of later cases, culminating in Estate of Spiegel 
v. Commissioner 335 U.S. 701 (1949), held that if 
the grantor retained a reversionary interest in the 
property, no matter how trivial in value, the property 
was includible in his estate. Following the Spiegel 
case, Congress provided by the Technical Changes 
Act of 1949 that in the case of transfers on or before 
October 7, 1949, the property would be included only 
if the grantor’s reversionary interest was expressly re- 
served and was worth more than 5% of the value of 
the property. For transfers after October 7, 1949, how- 
ever, Congress in 1949 rejected the rule of Reinecke v. 
Northern Trust Co. by requiring that property must 
be included if the donee could obtain possession or 


enjoyment only by surviving the transferor. 

The 1954 Code reinstates Reinecke v. Northern 
Trust Co., the Senate Report stating (p. 123): “Where 
the decedent has disposed of all, or substantially all, 
of his rights to property long before his death, it ap- 
pears unduly harsh to subject the property to estate 
tax merely because the ultimate taker of the property 
is determined at the time of the decedent’s death.” 

In the case of transfers after October 7, 1949, the 
property will be included only if the donor retained 
a reversionary interest worth, immediately before his 
death, more than 5% of the value of the transferred 
property.!® The date October 7, 1949, however, con- 
tinues to be important: if the transfer was made on 
or before that date, a reversionary interest of the 
requisite value is fatal only if it was expressly reserved, 
while if the transfer occurred thereafter the interest 
will be fatal even if it arises by operation of law. The 
reinstatement of Reinecke v. Northern Trust Co. in 
this area is parallel to the elimination of the premium 
payment test for life insurance; both modifications 
rest on the theory that, if property is irrevocably dis- 
posed of, the use of the decedent's life as a time clock 
should not entail a death tax.”° 


ANNUITIES 


The 1954 Code contains, for the first time, a statu- 
tory provision dealing specifically with the estate-tax 
treatment of annuities, a problem that had a rather 
checkered career before 1954. The difficulties arose in 
the case of annuity contracts under which the pur- 
chaser (alone or with a joint annuitant) was entitled 
to payments for his life, with payments to continue 
after his death, at either the same or a reduced rate, 
to a survivor. Before 1954, the value of the survivor's 
rights was included in the purchaser's gross estate, 
though the reason for inclusion was less clear. Some 
courts (see Comm. v. Clise, 122 F. 2d 998 (9th Cir. 
1941), cert. denied, 315 U.S. 821 (1942) ), proceeded 
on the theory that the purchase of the contract was in 
effect a transfer of property with a reservation of a 


27 Vance, Handbook on the Law of Insurance. Sec. 115, 117-118 
(3d ed. 1951). The decedent’s reversionary interest would pre- 
sumably be charged against him even if it could be cut off by a 
surrender of the policy by the beneficiary. See Goldstone v. 
United States, 325 U.S. 687 (1945), partly overruled by what 
is now the last sentence of Section 2037(b); Bittker, “Church 
and Spiegel: The Legislative Sequel,” 59 Yale L.J. 395, 406-407. 
(1950). 

= foaaite Estate v. Commissioner, 180 F.2d 955 (2d Cir. 
1950); see Aaron’s Estate, 21 TC 877 (1953). 

” The valuation problem, which has been difficult since the 5% 
test came into the Code in 1949, is made more perplexing by 
the following statement in the Senate Report (p. 469): “Where 
it is apparent from the facts that property could have reverted 
to the decedent under contingencies that were not remote, the 
reversionary interest is not to be necessarily regarded as having 
no value merely because the value thereof cannot be measured 
precisely.” Does this mean that such a reversionary interest is to 
be treated as worth more than 5% if its value cannot be shown 
to be less than that? Under Section 811(c)(2) of the 1939 
Code, an interest that could not be valued was to be ignored. 

® The 1954 Code also eliminates the alternative basis for inclu- 
sion formerly found in Section 811(c)(3)(B). 
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life estate (a theory which was somewhat embarrassed 
by the fact that the annuity payments would exhaust 
principal as well as income); while others (Comm. v. 
Wilder’s Est., 118 F. 2d 281 (5th Cir. 1941), cert. 
denied, 314 U.S. 634 (1941) ) took the position that the 
transfer was intended to take effect at death. Because 
of the many statutory changes, contracts would be 
taxable or not depending on the date of purchase and 
the theory to be applied. There was also a possibility 
before 1954 of taxing the survivor's rights if the con- 
tract was purchased in contemplation of death or if the 
purchaser of the contract reserved such powers as 
the right to change the beneficiary, or to surrender the 
contract for cash. 
Survivor's rights under annuity contract 

The 1954 Code places the taxability of the survivor's 
rights under an annuity contract on a firm statutory 
basis. Under Section 2039, the value of his rights must 
be included in the gross estate of the purchaser of the 
contract, if under the contract “an annuity or other 
payment was payable to the decedent, or the decedent 
possessed the right to receive such annuity or pay- 
ment.” It is not clear whether this includes the sur- 
vivor’s rights under a contract where the decedent's 
right to receive an annuity was contingent upon his 
reaching a specified age or upon other events that 
had not yet occurred at the time of his death. The 
Senate Report states (p. 472) that the rules applicable 
under Section 2036 “in determining whether the an- 
nuity or other payment was payable to the decedent, 
or whether he possessed the right thereto, for his life 
or such periods shall be applicable under this section.” 
Section 2036 relates to retained life estates, and ap- 
parently the rules relating to contingent life estates 
are to be applied to Section 2039. See U.S. Treas. Reg. 
105, Sec. 81.18(a); Marks v. Higgins, 213 F.2d 884 (2d 
Cir. 1954). But an example in the Senate Report 
creates some uncertainty as to the status of contingent 
annuities. The example states that Section 2039 reaches 
a contract between the decedent and his employer 
“under which the decedent immediately before his 
death and following retirement was receiving” an 
annuity, and payments are to be made to a surviving 
beneficiary after the decedent’s death. S. Rep., p. 470, 
Example (3). (Emphasis added.) Suppose the con- 
tract provided that the employee would receive an 
annuity from the date of his retirement to his death, 
with payments to be made to a surviving beneficiary 
even if the employee dies before retirement, and the 
employee died before retirement. Does the example 
suggest by negative inference that if the employee 


[Boris I. Bittker, professor of law at Yale Law School, 
is well known for writings in the field of taxation. 
This article is adapted and condensed from a longer 
discussion, more fully annotated, in 29 Tulane Law 
Review 453] 


died before retirement, no annuity was “payable” to 
him and he did not possess “the right to receive such 
annuity” as required by Section 2039? The question 
is made more difficult by the fact that the next illus- 
tration in the Senate Report, Example (4), refers to 
an agreement “under which at decedent’s death, prior 
to retirement or prior to the expiration of a stated 
period of time, an annuity or other payment was 
payable to a designated beneficiary if surviving the 
decedent.” This example cannot be reconciled with 
the statute unless we add to it an additional fact: 
that an annuity was “payable” to the decedent. 
Perhaps Example (4) should be taken in conjunction 
with Example (3) and restricted to a case where the 
decedent would have received an annuity himself had 
he survived retirement or the stated period of time. 

A second and more difficult problem under the 
pre-1954 law was created by employee annuities paid 
or financed by employers. If an employee, in an effort 
to provide financial security for his wife after his 
death, bargained with his employer for an increased 
salary, and used the increased wages to purchase a 
joint and survivor annuity contract, the survivor's 
rights under the contract were treated like similar 
rights under any other purchased annuity contract. 
But if instead of increasing wages, the employer agreed 
to provide an annuity upon retirement, with payments 
to be made upon the employee's death to his wife, the 
pre-1954 law was far less clear. Since such retirement 
annuities were customarily payable only if the em- 
ployee had not died, quit, or been discharged before 
the retirement date set in the employer's plan, there 
was some doubt as to whether he had any “property” 
to transfer, and it was almost as doubtful under the 
cases whether he made a “transfer” by designating his 
wife to receive benefits under the contract. The Bureau 
of Internal Revenue attacked primarily contracts under 
which the employee could choose between an annuity 
for his life alone and a reduced annuity for his life 
with payments which were to continue to his wife after 
his death. 

If the employee elected to take the reduced annuity, 
the Bureau asserted that he had transferred property 
within the meaning of Section 81l(c) of the 1939 
Code. The courts in general rejected this position.” 
The Bureau of Internal Revenue, however, persisted in 
its view that the rights of the survivor were includible 
in the employee’s gross estate, at least where he made 
an election of the kind just described. (See Rev. Rul. 
158, 1953-2, Cum. Bull. 259; Rev. Rul. 260, id at 262.) 

Under the 1954 Code, employee annuities have been 
divided into two classes: 


“1 Commissioner v. Twogood’s Estate, 194 F.2d 627 (2d Cir. 
1952); Higgs’ Estate v. Commissioner, 184 F.2d 427 (3d Cir. 
1950). 

* Senate Report, p. 472. 

* Dimock v. Corwin, 19 F. Supp. 56 (E.D.N.Y. 1937), affd 
as to other issues, 99 F.2d 799 (2d Cir. 1938); G.C.M. 27242, 
1952-1 Cum. Bull. 160. 
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Code alters estate and gift transfer provisions + Bittker + 203 


1. Annuities payable under qualified plans. In these 


cases, the survivor's rights are not includible in the. 


employee's gross estate, except to the extent attrib- 
utable to payments or contributions by the decedent, 
(Section 2039(c)), for reasons that are obscure. Per- 
haps the survivor's rights have been analogized to 
rights under a life insurance policy, but there is no 
requirement that the decedent give up the incidents 
of ownership in the contract. Since Section 2039(c) 
provides for the exclusion “[notwithstanding] the pro- 
visions of this section or of any provision of law,” a 
right in the decedent to change the beneficiary or to 
surrender the contract for cash will not be fatal, as 
it would be in the case of life insurance. Moreover, 
there will ordinarily be no gift tax on the creation of 
the survivor's rights. If the exclusion was granted on 
the assumption that benefits under qualified plans are 
ordinarily minor in amount, it should be noted that 
that exclusion is needed only if the estate exceeds 
$60,000 in amount or, in the case of a married dece- 
dent who takes full advantage of the marital deduction, 
$120,000. The rights of the survivor under a qualified 
plan now constitute a unique class of property that 
escapes the estate tax despite the retention by the 
decedent of complete control over the rights of the 
beneficiary. 

2. Other employee annuities. Non-qualified annuity 
contracts are treated like purchased annuities, i.e., the 
value of the survivor's rights are includible if attrib- 
utable to payments by the decedent. Section 2039(b) 
provides that “any contribution by the decedent’s em- 
ployer or former employer to the purchase price of 
such contract or agreement . shall be considered 
to be contributed by the decedent if made by reason 
of his employment.” The term “by reason of his em- 
ployment” is broadly defined by the Senate Report 


(p. 471) to include cases where: “. . . the annuity or 
other payment is offered by the employer as an in- 
ducement to employment, or a continuance thereof, or 
if the contributions are made by the employer in lieu 
of additional compensation or other rights, if so under- 
stood by employer and employee whether or not ex- 
pressly stated in the contract of employment or other- 
wise.” 

Although this portion of Section 2039(b) is very 
broad in its coverage, the scope of the phrase “any 
contribution by the decedent’s employer . . . to the 
purchase price of the contract or agreement” is quite 
uncertain. This language does not seem to embrace 
annuities paid directly by the employer, where there 
has been no “contribution” to a “purchase price” other 
than the recognition of a liability as rights accumulated 
under the contract. It may be noted that in Section 
105(a), where the draftsman wanted to include pay- 
ments to employees for personal injury or sickness 
whether received directly from the employer or under 
policies of insurance purchased by the employer, the 
statute speaks explicity: “to the extent such amounts 
(1) are attributable to contributions by the employer 
... Or (2) are paid by the employer.” On the other 
hand, several of the examples given in the Senate 
Report to illustrate Section 2039 refer to contracts 
“entered into by the decedent and his employer,” with 
no indication that payments are to be made by the 
employer to a third party. If these contracts indeed 
are untouched by Section 2039, we must resort to 
other statutory provisions since the section is not ex- 
clusive.*? It may also be noted that Section 2039 is 
restricted to payments under “any form of contract or 
agreement.” The status of the “expectancy” cases,?* 
which was cloudy under the 1939 Code, is presumably 
left unchanged. w 





Tax laws, in the recent past, have been used as a 
vehicle for effecting social and economic reforms, rather 
than solely for the purpose of raising revenue for purely 
governmental activities. It must be borne in mind, also, 
that during this time a great body of law has been 
created, not only by the various revenue acts themselves 
but by the courts in their interpretation of these acts. 
Since many of the provisions of the Revenue Act of 
1954 are designed to change these well-established 
rules drastically, they will have a substantial impact 
upon the accounts of the corporate enterprise—and, after 
all, the accounts of a corporation are the principal tools 
used by financial officers in making their plans and 
decisions. Accordingly, such financial officers must be 
informed as to the probable effect of the changed de- 
sign of the new rules they are using and, in addition, 
must re-train themselves in their use. 

The most talked-about change, and probably the one 





The impact of the 1954 Code on corporation operations 


of greatest general impact, concerns the subject of 
“depreciation” and the new elective methods provided 
for. 

The problem which this new legislation was designed 
to solve, or at least alleviate, has existed for at least a 
decade and a half. As we all know, depreciation calcu- 
lated on historical cost has been insufficient to pay for 
replacements at today’s cost. The difference has had to 
come out of “profits” or out of additional financing. . . . 

It might be said that this condition has existed during 
all inflationary periods in the past but that no one ap- 
peared unduly concerned. We must also remember that 
the hills and valleys of periods prior to 1934 were not as 
marked as in subsequent periods and that taxes were 
not as high as they have been in the past 20 years. . 


Whitney B. Sanders, Tax Executive and Assistant Treas- 
urer, Crown Zellerbach Corporation. 














Industry objections to depreciation Regulations 


reveal many problems faced by taxpayers 


spe RELATIVE SIMPLICITY Of the theory of deprecia- 
tion is matched by the staggering complexity of 
actually putting into practice any given set of rules. 
When the IRS withdrew its first set of tentative Regu- 
lations and issued new ones on September 28, 1955, it 
invited taxpayers to a hearing on December 13 to 
state their views. Many very knowledgeable account- 
ants, lawyers, and industry men produced there a 
fascinating analysis of troubles they saw ahead in the 
Regulations as proposed. In the belief that this tech- 
nical analysis will be helpful to nearly all tax prac- 
titioners on a practical level, we present here excerpts 
from this testimony on the more significant points: (1) 
“useful life,” (2) “salvage value,” and (3) “leasehold 
improvements.” Many of these points are of such im- 
portance that taxpayers considering acquiring certain 
assets might well defer acquisition until the tax treat- 
ment of the depreciation is clear. 


Useful life 


Counsel for the Hertz Corporation, D’Ancona, 
Pflaum, Wyatt & Riskind, presented a long brief on the 
new rule on useful life. They said, in part: 

“The car- and truck-leasing industry is concerned 
over the question of the availability of accelerated de- 
preciation under Section 167 of the Internal Revenue 
Code of 1954 to taxpayers who, in the ordinary course 
of their business, may for substantial periods follow 
the practice of selling vehicles before they are three 
years old, even though the vehicles as such . . . have an 
inherently useful life of more than three years. .. . 
We believe that: 

“1. The definition of ‘useful life’ . . . embodied in 
proposed Regulations Section 1.167(a)-1(b) and (c) 
are contrary to the established practice of the Treas- 
ury Department, relied on by taxpayers for many 
years, and find no sanction in Section 167 of the In- 
ternal Revenue Code of 1954, which made no change 
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from prior law in the general rule allowing a depre- 
ciation deduction; 

“2. The governing judicial decisions, including de- 
cisions of the Supreme Court of the United States, 
and the fair administration of the tax laws require 
that, to the extent that the proposed Regulations at- 
tempt to change existing interpretations of the taxing 
statutes, the proposed Regulations be given prospec- 
tive effect only; and 

“3. Changes in the law relating to the depreciation 
allowance inherent in the definitions of “useful life’. . . 
are matters of legislative policy which, under our con- 
stitutional and legal system, are properly the subject 
of Congressional, rather than administrative, action. 

“For the first time in Treasury Regulations, the term 
‘useful life’ is defined (proposed Reg. Section 1.167- 
(a)-1(b) ), as follows: 

“*For the purpose of Section 167 the estimated use- 
ful life of an asset is not necessarily the useful life in- 
herent in the asset but is the period over which the 
asset may reasonably be expected to be useful to the 
taxpayer in his trade or business or in the production 
of his income.’ 

“We believe that the proposed Regulations’ relating 
of this term to a particular taxpayer’s use of depre- 
ciable property, rather than to the inherent usable 
life of the property, is contrary to law and established 
practice. 

“The term ‘useful life’ has never been defined in the 
federal income-tax statutes. It appears in subsections 
(b), (c), and (d) of Section 167 of the 1954 Internal 
Revenue Code, and is frequently referred to in the 
committee reports on HR 8300, 83rd Cong., 2nd Sess., 
which ultimately was enacted as that Code. It seems 
clear that Congress was acting in the context of a long- 
settled meaning for the phrase, having apparently seen 
no necessity to enact (or even discuss the need for) a 
definition of it. 
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“What has been the traditional and accepted view of 
‘useful life’ for depreciation purposes? We believe that 
the concept has been related to the property’s inherent 
physical and functional life, rather than to a particular 
taxpayer and his practices in regard to selling or other- 
wise disposing of the property. 


Definition in prior rulings 


“In OD 845, CB June 1921, page 178, the Treasury 
Department took the position that the term ‘useful 
life’ means ‘the period of time over which an asset may 
be used for the purpose for which it was acquired. In 
the case of a new building, the period starts at the 
time the building is completed and capable of being 
used.’ (Emphasis added.) It will be noted that the 
interpretation is in terms of usability of the asset itself, 
without consideration of whether the particular tax- 
payer would use it up or sell it first, or of what the 
market value at the time of an earlier sale might be. 

“For many years before enactment of the 1954 Code, 
the Treasury Department's Bulletin F, setting forth the 
Department's general depreciation policy and tables 
of estimated lives of particular kinds of assets, stated 
in its Introduction: 

““The federal income tax in general is based upon 
net income of a specified period designated as the 
taxable year. The production of net income usually 
involves the use of capital assets which wear out, be- 
come exhausted, or are consumed in such use. The 
wearing out, exhaustion, or consumption usually is 
gradual, extending over a period of years. It is ordi- 
narily called depreciation, and the period over which 
it extends is the normal useful life of the asset.’ 
(Emphasis added.) 

“We emphasize that this long-standing, official defi- 
nition of ‘useful life’ is in terms of the using up of 
assets—their total employment in the economy—rather 
than their employment by a particular taxpayer. More- 
over, it has been our experience, during many years 
of income-tax practice (and the experience of profes- 
sionals in the field with whom we have discussed the 
proposed Regulations) that in determining ‘useful 
lives,” under Bulletin F or otherwise, revenue agents 
and taxpayers’ representatives alike have customarily 
had reference to assets themselves, without regard to 
the particular uses of such assets by individual 
taxpayers. 


Definitions in cases 


“The principle that ‘useful life’ refers to the eco- 
nomic life of the asset itself has also been established 
in adjudicated cases. In General Securities Company, 
46 BTA 1280 (1942), the taxpayer was a finance com- 
pany. In its business it used automobiles in which 
agents traveled throughout the southern states. Each 
automobile traveled 60,000 to 75,000 miles a year, and 
the taxpayer kept its automobiles from one to five years. 
When the taxpayer traded in its cars after one year, 
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the cars had, from a value standpoint, one-third to 
one-half of their original value left. On these facts, the 
Board of Tax Appeals held that ‘the normal useful 
life of automobiles used by [the taxpayer] in its busi- 
ness was three years.’ 

“Within the past few weeks, the Tax Court has 
handed down a decision corroborating the settled 
principle that ‘useful life’ refers to the period of func- 
tional usefulness of an asset, not to the period of its 
use by a particular taxpayer. In Philber Equipment 
Corporation, 25 TC No. 14 (October 31, 1955), the tax- 
payer was engaged in the business of furnishing trucks, 
tractors and trailers to the public on a lease basis, 
principally to fleet operators, for a one-year term. In 
deciding the issue of whether the taxpayer’s sales of 
leased equipment at the end of the one-year lease term 
resulted in capital gains or ordinary income, Judge 
Raum pointed out “Because of existing conditions peti- 
tioner was aware, when it purchased equipment, that it 
was likely that it would be able to rent any vehicle only 
for a period that was substantially less than its useful 
life.’ (Emphasis added. ) 

“Moreover, according to the opinion, the Commis- 
sioner himself had contended in the Philber case that 
*, .. the vehicles were acquired for two purposes, first 
to lease them for a period substantially less than their 
useful lives, and thereafter to offer them for sale to 
the public at retail as used vehicles.’ (Emphasis added.) 

“We think that these authorities sufficiently indicate 
that the concept of ‘useful life,’ in the context of the law 
relating to depreciation allowances, refers to the nor- 
mal functional useability of the asset involved, and not 
to a shorter period of actual use by a specific taxpayer. 
Moreover this is not a merely theoretical view; the 
member companies of the Hertz System have, in 
general, been using three-year or four-year lives in the 
depreciation of their automobile for federal income- 
tax purposes, despite the practice, from time to time, of 
selling such automobiles well before the end of three 
years after acquisition, and this depreciation method 
has been uniformly approved by examining agents of 
the Internal Revenue Service.” 


Salvage value 


The Air Transport Association of America is com- 
posed of substantially all the scheduled airlines in the 
United States. They spoke briefly on the question of 
salvage value: 

“We suggest that Section 167(c) of the proposed 
Regulations, which reads, ‘Salvage value is the 
amount realizable upon sale or other disposition of an 
asset when it is no longer useful in the taxpayer’s trade 
or business or in the production of his income and is 
retired from service by the taxpayer, be revised to 
eliminate the word ‘realizable.’ Inserted in its place 
should be the phrase “expected, at date of acquisition, 
to be realized.’ 

“We interpret the general philosophy of Section 167 
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as it now stands to be that the residual or salvage value 
of each unit of property and equipment would be sub- 
ject to review each year and adjusted either up or 
down depending upon economic conditions of the 
market with respect to each such unit, with the view 
toward relating book value more closely to market 
value. Presumably this would mean that in periods of 
rising economy little or no depreciation would be al- 
lowable as a deduction, for example, on aircraft, and 
in periods of falling economy exactly the reverse would 
be true. 

“Such a philosophy is completely irreconcilable with 
the basic concept governing sound accounting princi- 
ples and procedures applicable to fixed asset account- 
ing. Moreover, the effect of such a policy would be to 
aggravate adverse economic trends and to promote 
differences between taxpayers and the Internal Reve- 
nue Service to the extent of making depreciation the 
subject of annual, or more probably continual, contro- 
versy at the audit level. This is precisely the situation 
Congress had hoped to correct in the 1954 Code. 

“We believe very strongly that salvage value should 
be based upon an evaluation, made at the time a unit 
of property or equipment is placed in service, of the 
anticipated amount that will be realized on the sale or 
other disposition at the termination of the useful life of 
that unit. No attempt should be made to reflect in 
residual or salvage value the day-to-day effects of 
changes in economic conditions that may arise after a 
unit of property or equipment has been acquired and 
placed in service.” 


The Hertz position 


Counsel for the Hertz system made a longer argu- 
ment on this issue. They offered the same objections to 
the salvage-value provisions as to those on useful life, 
and continued: 

“With respect to ‘salvage value, the pre-existing 
Regulations (Reg. 118) contained no definition. How- 
ever, the Treasury Department has departed even 
further from normal usage in defining ‘salvage value’ 
in the proposed Regulations than in defining ‘useful 
life.’ Webster's New International Dictionary, Second 
Edition, defines salvage as ‘that which is saved from 
destruction in a wreck, fire, or the like.’ This, we be- 
lieve, has been the understanding of the business com- 
munity. ‘Salvage value’ has generally been regarded as 
equivalent to scrap value, that is, the value which can 
be realized when the asset is worn out and fit only for 
scrapping or other conversion to a use substantially 
different from its essential, original use. 

“In contrast, the view taken by the proposed Regula- 
tions compels the Treasury Department to redefine 
‘salvage value’ in terms of the probable sales proceeds 
when the asset is sold by the taxpayer, even though it 
is in excellent condition and will be continued in the 
same use. We believe that this is not what the word 
‘salvage’ means or has meant to agents and taxpayers. 


“It is true that a particular operating practice of a 
taxpayer may have an actual effect on useful life, as in 
the case of unusually heavy operation or under-main- 
tenance. But these factors have their impact on the 
property itself, physically, and affect it the same 
whether retained by the same taxpayer or sold to 
others. Giving effect to this is entirely consistent with 
the explanation given in former Bulletin F of the 
Treasury Department, which we think stated and still 
states the principle involved as follows: 

““The production of net income usually involves the 
use of capital assets which wear out, become exhausted, 
or are consumed in such use. The wearing out, exhaus- 
tion, or consumption usually is gradual, extending over 
a period of years. It is ordinarily called depreciation, 
and the period over which it extends is the normal 
useful life of the asset.’ 

“This leads to ‘salvage value’ as the end-product of 
depreciation, and not to a value as of the end of use of 
an asset by a particular taxpayer.” 


Salvage treated as ordinary income 


Alan Gornick of the Ford Motor Company dis- 
cussed a different aspect of the salvage problem: the 
taxpayer who has consistently treated salvage as ordi- 
nary income. He said: 

“Section 167 of the Internal Revenue Code of 1954 
provides for a reasonable allowance for the exhaustion 
[of property ] .» but places no restrictions on the 
handling of salvage. Certainly there are no new provi- 
sions in the law which would necessitate or justify a 
change in the treatment previously accorded salvage. 

“Indeed, we have been informed by various sources 
that the Internal Revenue Service considers that the 
new law requires no change in the treatment of salvage 
and that no change is, in fact, intended. Accordingly, it 
is urged that the new proposed Regulations be modi- 
fied to make it clear that taxpayers who in the past have 
consistently treated salvage (or net salvage) as ordi- 
nary income in connection with group, classified, or 
composite accounts may continue to do so under any 
of the new methods of depreciation, including the sum- 
of-the-years-digits method, if they so elect.” 


Leasehold improvements 


B. S. Rodey, assistant secretary and manager of the 
tax department of Consolidated Edison (New York), 
presented a long and closely-reasoned memorandum 
on the treatment of improvements to leased property 
which have an expected useful life in excess of the 
leasehold: 

“Section 167(a) provides for a deduction as de- 
preciation of a reasonable allowance for exhaustion, 
wear and tear of property used in a trade or business 
or held for the production of income. Subsection (b) 
defines ‘reasonable allowance’ as one computed by (1) 
the straight-line method, (2) the declining-balance 
method, (3) the sum-of-the-years-digits method, and 








= fF fF FH 


~ — fH 4A Fe ft A woh re Oe FA OF 


as 





fa 
; in 
\in- 
the 
me 

to 
rith 
the 
still 


the 
ted, 
\uS- 
ver 
ion, 
mal 


t of 
> of 


dis- 
the 
rdi- 


954 
tion 
the 
Ovi- 
ya 
ge. 
rces 
the 
age 
y, it 
odi- 
ave 
rdi- 

or 
any 
um- 


the 
rk), 
lum 
erty 
the 


de- 
‘ion, 
ness 
(b) 
(1) 
ance 
and 





(4) ‘any other consistent method.’ Subsection (c) 
limits use of all methods other than the straight-line 
method to property other than intangible property. 
“The proposed income-tax Regulation classifies as 
intangible property those permanent improvements 
made by the lessee on leased property whose useful 
life, determined without regard to the terms of the 
lease, exceeds the remaining period of the lease. The 
Commissioner of Internal Revenue would thus deny to 
these assets the benefits of the liberalizéd depreciation 
methods. The Regulations also would deny deductions 
as to such property as depreciation even under straight- 
line methods. This proposed rule has no basis 
either in statute or in judicial interpretation of the 
revenue laws. The 1954 proposed Regulation had 
nothing corresponding to Sec. 1.167(a)-4, 1955 version. 
“The issue is thus joined: Does the correct interpre- 
tation of Section 167 permit application of the liberal 
depreciation methods to improvements by a lessee, as 
proposed by the first publication, or is this benefit to 
be denied by a rule that such improvements are in- 
tangibles if their useful life exceeds the leasehold 
term? Further, are deductions to be disallowed as pro- 
vided in Section 167(b)(1) whether or not such im- 
provements are deemed to constitute intangibles? 


The “rental” concept 


“The essence of Section 1.167(a)-4—aside from its 
effect on the use of the liberalized depreciation meth- 
ods—is not a novel concept. This position that the cost 
of an improvement whose physical life exceeds the re- 
maining term of the lease is recoverable by the lessee 
only through an allowance in lieu of depreciation— 
which may also be expected to be given expression in 
the Section 162 regulations when published—is to be 
found under the heading “Rentals” in every Regula- 
tion since 1914 to the antecedents of Section 162. But 
while the continuous republication of a Regulation 
under successive revenue acts, and the constant re- 
enactment without change of the statutory provision 
which it purports to interpret, may be deemed Congres- 
sional ratification of the Regulation, such is not true 
here for two very substantial reasons: (1) the taxpayer 
did not challenge the rule; (2) the courts did not 
accept the rule. 

“Acquiescence by the taxpayer in any ‘rule’ that 
recovery of cost of the improvement over the term of 
lease is to be treated as additional rental expense is 
accounted for by the fact that it made no difference in 
his final income-tax liability: the result was exactly 
the same as if the allowed expense had been labeled 
‘depreciation’ computed over a useful life equal to 
the term of the lease. Thus there was no conflict of 
result and no need for Congress to take notice of the 
contradiction in principle. 


Judicial rejection 


“Of even greater significance was the flat rejection 
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by the judiciary of the rationale of the Regulation that 
deduction of the cost of the improvements over the 
term of the lease was as additional rental and not as 
depreciation. In permitting the lessee to recover the 
cost of improvements over the term of the lease, the 
courts have in almost every case labeled the deduction 
an allowance for depreciation. It is true that from 
time to time the courts have paid lip service to the 
language of the Regulations—but in such opinions the 
authorities cited are cases phrased in ‘depreciation’ 
terms. Nor has use of depreciation terminology been 
abandoned. 

“The Commissioner has himself been untrue to the 
Regulation, as witness the following quotation from 
Bulletin F (revised January, 1942) (pp. 85-86): 

““Leaseholds. Ordinarily, an allowance for deprecia- 
tion may be deducted only on account of property 
owned by the taxpayer and used in the trade or busi- 
ness and may not be deducted on account of property 
of which he is merely the lessee. However, a lessee 
who makes investments in depreciable property is 
entitled, like other taxpayers, to depreciation deduc- 
tions. Where a leasehold is acquired for business pur- 
poses for a specified sum, or a bonus is paid therefor, 
the payment is considered an investment in depreci- 
able property, and the purchaser may deduct an aliquot 
part of such sum or bonus each year, based on the 
number of years the lease has to run. ... Where the 
period upon which leasehold amortization or depre- 
ciation deductions are based is extended before its 
expiration, the remaining undepreciated cost or other 
basis of the leasehold and any such improvements plus 
any additional cost of securing the extension should 
be amortized over the period from the date of exten- 
sion to the date of termination of the lease as extended. 
In general, depreciation to a lessee, of the cost or 
other allowable basis of the improvements made by 
him, is subject to the same rules which govern depreci- 
ation of the lease, but, where the useful life of an 
improvement is less than the term of the lease, or 
where property may be removed by the lessee at the 
termination of the lease, or in the case of indefinite 
tenancy, or month to month tenancy, the ordinary or 
usual rules of determining depreciation will apply. 

. Where, by the terms of a lease of properties for 
business purposes, the lessee is to return the properties 
to the lessor in the same condition they were in at the 
date of the lease, there will be no depreciation of such 
properties while in the lessee’s possession, and there- 
fore no deduction may be allowed the lessee for depre- 
ciation thereof.’ (Emphasis added. ) 

“All things considered, the Regulation is not a very 
persuasive foundation for the position that leasehold 
improvements are at times not depreciable property. 
A lease is property, and as such its cost might—as 
suggested in Bulletin F—be recoverable through an 
allowance for depreciation; however, the cost would 
also qualify as ‘rental or other payments required to 
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be made as a condition to the continued use or posses- 
sion’ of property: in any event, it is an intangible and 
thus not eligible for the liberalized depreciation 
methods. 


Nature of leasehold improvement 


“The mere fact that a lease is an intangible does not 
make a leasehold improvement an intangible. Standing 
by itself, the addition or betterment is a tangible, 
physical property. When the physical life of this asset 
is less than the remaining lease term, cost recovery 
takes the form of allowances for depreciation, and 
presumably the Commissioner will concede eligibility 
for the liberalized depreciation methods. It is only 
when the physical life of the asset exceeds the lease 
term that the Commissioner is disposed to call it an 
intangible. And yet it can be an intangible, if at all, 
only if the lessee’s interest in it derives solely through 
the lease. 


Income of lessor from improvements by lessee 


“Section 109 of the Internal Revenue Code of 1954 
excludes from gross income, income (other than rent) 
derived by a lessor of real property on the termination 
of a lease, representing the value of such property 
attributable to buildings erected or other improve- 
ments made by the lessee. The provision was added by 
Section 115(a) of the Revenue Act of 1942. Prior to 
that date, the question of whether and when the 
lessor realized income was the subject of judicial 
determination. 

“The Treasury Department initially ruled the value 
of improvements installed upon leased premises to be 
income to the lessor upon termination of the lease. 

“The courts arrived at the position originally adopted 
by the Treasury Department; they recognized and 
confirmed that the lease is separate and distinct from 
the leasehold improvement and remains so until ter- 
mination of tenancy under the lease. There is no 
merger of the lessee’s interest in the tangible improve- 
ment with his interest in the intangible lease. 


Are leasehold improvements tangible? 


“Granted, then, that leasehold improvements consti- 
tute depreciable property, is this property tangible 
or intangible? In substance it is tangible, both by its 
very nature and by the Commissioner’s admission th-t 
if the remaining term of the lease exceeds the physic .l 
life of the property the cost is recoverable as deprecia- 
tion. If the property becomes an intangible when its 
useful life to the lessee is limited by the terms of 
tenancy, it can be only because the lessee’s property in 
the improvement has changed in form and somehow 
has merged into the leasehold interest. 

“Except possibly in the rare situation where the 
lessee is required to make improvements specified in 
the lease, the lessor acquires no property in the im- 
provement during the term of tenancy; at best the 


lessor acquires mere legal title; all else remains in the 
lessee, with a remainder interest, so to speak, in the 
lessor. As the property in the improvement never leaves 
the lessee, the lessee’s interest is direct—not through 
the lease instrument—and as such is tangible.” 


Maximum useful life questions 


George H. Kitendaugh of General Electric, speak- 
ing on behalf of the NAM on questions relating to 
maximum useful life, said: 

“Section 1.167(a)-8(a), losses on normal retire- 
ments, provides that the depreciation rate for each 
asset, under item accounting, must be based on the 
maximum expected useful life of the asset. When a 
certain type of asset is expected to have a useful life 
on the average of X years, reason and sound account- 
ing practice would seem to dictate that the deprecia- 
tion allowance should be based on such average life, 
rather than on a theoretical maximum life which might 
be as high as 2X or 3X years.” 

R. C. Caldwell, tax accountant for Armour and Com- 
pany, Chicago, pointed out the difficulties facing tax- 
payers using item accounting: 

“These Regulations discriminate,” he said “against 
taxpayers who account for depreciable property 
through the use of item accounting instead of group, 
composite, or classified accounting. 

“We have understood for some time,” he continued, 
that in certain areas of the Treasury Department, item 
accounting has not been looked upon with favor. We 
deplore this attitude since we believe that only through 
considering each individual assets as a separate ac- 
count can the recovery of the cost of that asset through 
depreciation be accurately computed. We are not un- 
mindful of the fact that item accounting may impose 
burdens on the Service. We also appreciate the position 
of many other taxpayers who, for reasons of their own, 
prefer group, composite, or classified accounting. 
Nevertheless, we believe that taxpayers who choose to 
treat each asset as an individual depreciation account 
should be privileged to do so without having to sur- 
mount undue restrictions on the use of item accounting. 

“If the purpose of the Treasury, in drafting the 
proposed Regulations, was to discourage the use of 
item accounting, we believe that such a purpose might 
have been accomplished clearly and fairly by a state- 
ment to that effect in Section 1.167(a)-7, under the 
heading “Accounting for depreciable property.’ Instead, 
Section 1.167(a)-7(a) apparently permits the use of 
item accounting without restriction, for it is there 
stated: 

“Depreciable property may be accounted for by 
treating each individual item as an account . ; 

“However, in Section 1.167(a)-8(a), under the 
heading “Losses on normal retirements, the following 
language appears to impose clear and mandatory 
requirements and restrictions on the use of item 
accounting: 
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““Where depreciation is computed on individual 
assets (item accounting), the depreciation rate for 


each asset must be based on the maximum expected 


useful life of the asset, and in such case a loss equal 
to the unrecovered cost or other basis of the asset, 
adjusted for salvage value, is allowable on its normal 
retirement. Thus, a manufacturer who purchases 50 
identical assets which are expected to have an average 
life of 25 years but which will remain yseful to him 
for varying periods between 20 and 40 years, must 
use a rate based on a 40-year life for each of the assets 
if he chooses to compute depreciation on each asset 
individually.’ 

“It must be noted that the requirement so stated does 
not mean the same as the previous rule, expressed in 
Bulletin F, to the effect that losses on normal retire- 
ments were allowable, in the case of item accounting 
taxpayers, only when the maximum expected life of 
an asset was used. Instead, the first sentence of Section 
1.167(a)-8(a) requires the use of the maximum life 
and then goes on to permit the loss on normal retire- 
ment. This requirement is buttressed by the example 
given, which emphasizes the restriction without even 
mentioning losses on normal retirements. 

“It is possible, of course, that our understanding of 
the Treasury attitude toward item accounting is not 
correct. It is also possible that, even if such an attitude 
exists in certain quarters of the Treasury, the drafts- 
men of these proposed Regulations had no intention to 
discriminate against taxpayers using item accounting. 
In either event, however, we are convinced that Sec- 
tion 1.167(a)-8(a) is seriously misleading and must 
be amended. 


Interpretations in the field 


“The proof that the provision is misleading may be 
found in the fact that we have discovered, through 
discussion with Service personnel in the field, both 
revenue agents and members of the Engineering Sec- 
tion, that there are already conflicting interpretations 
of that provision. Some agents have stated that if 
Section 1.167(a)-8(a) is adopted without amendment, 
they can see no alternative but to apply it literally and 
require the use of maximum lives for all purposes. 
Other agents are not sure just how the provision should 
be construed, in view of the fact that it is placed under 
a heading dealing with losses on normal retirements. 

“In view of this confusion, we submit that Section 
1.167(a)-8(a) must be amended. We suggest that the 
amendment take the form of the old Bulletin F provi- 
sion, that losses on normal retirements be allowed, 
where item accounting is used, only when the maxi- 
mum useful life of the asset is used. 

“We further suggest that Section 1.167(a)-7 also be 
amended to state, not only that item accounting may 
be used, but also that the taxpayer using item account- 
ing is not required to use the maximum useful life of 
an asset and may, instead, use the normal expected 
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useful life of the asset based on type of use, economic 
changes, climatic conditions, repaid policies, and other 
factors mentioned in Section 1.167(a)-1(b) of the pro- 
posed Regulations, headed ‘Useful life.’ Such a state- 
ment might well be explained by an example, such as 
that presently appearing in Section 1.167(a)-8(a), 
pointing out that the 50 identical assets purchased by 
them may have different lives assigned to them within 
the range from 20 to 40 years.” 

The Machinery and Allied Products Institute also 
analyzed this rule. It pointed out: 

“The first draft of the tentative Regulations (Sep- 
tember 28, 1954) apparently would have permitted 
taxpayers to take losses on normal retirements if their 
depreciation accounts were on an item or unit basis, 
but denied this privilege for multi-asset accounts. The 
present draft is more restrictive in denying the privi- 
lege to both types of account. This denial is accom- 
plished by the reinstatement for item accounts of the 
‘maximum-expected-life’ rule, which requires the use 
of depreciation rates based on maximum life expect- 
ancy as a condition for the taking of losses on normal 
retirements, 

“This extraordinary requirement, unexampled, so 
far as we know, in the depreciation regulations of any 
other country, is in effect a flat prohibition on taking 
losses on normal retirements. The maximum life ex- 
pectancy of most assets is from one-and-a-half to two- 
and-a-half times their average expectancy. This is con- 
firmed by the mortality studies assembled by Robley 
Winfrey in Statistical Analyses of Industrial Property 
Retirements (1935), which cover 176 homogeneous 
groups of industrial assets varying widely in type and 
durability. The average retirement age of the last 
survivors of these groups is almost twice the average 
retirement age of all assets therein. For heterogeneous 
groups, typical of depreciation accounts, the life of 
last survivors tends to be much higher relative to the 
average, typically three times, or even higher. Obvi- 
ously, few taxpayers can afford to cut their deprecia- 
tion rates by one-half to two-thirds in return for current 
deductibility of normal retirement losses, and few 
have done so. 

“Such well-informed students of depreciation as 
Grant and Norton state that they know of no single 
instance in which a taxpayer has accepted the maxi- 
mum-life alternative (Depreciation, Ronald Press, 
page 134). This condition obtains notwithstanding the 
fact that the Service has heretofore acknowledged its 
willingness to take something less than the absolute 
maximum expectancy—say a period one-and-a-half 
times the average life. Even this concession leaves the 
alternative unattractive. 


Large taxpayers favored 


“Not only does the present draft of the tentative 
Regulations take a step backward from the first draft 
in the accounting of losses on normal retirements; it 
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takes a step backward from practice under previous 
Regulations. If we read Section 1.167(a)-8 correctly, 
it is proposed to deny a taxpayer the right to set up 
item or unit accounts for his assets unless depreciation 
is based on a maximum-life-expectancy rate. 

“While this reaffirms the requirement in previous 
Regulations, the requirement has been ignored in 
practice, as indeed it must be. It is deplorable in the 
extreme to repeat such an impossible stipulation. If en- 
forced, it would make a mockery of the privilege 
affirmed elsewhere in the proposed Regulations (Sec- 
tion 1.167(a)-7(c)) that ‘a taxpayer may establish 
as many accounts for depreciable property as he de- 
sires. No taxpayer who could possibly group his assets 
for depreciation purposes could afford to set up item 
accounts under the proposed restriction. 

“It is pertinent to inquire how this restriction would 
affect taxpayers with a single depreciable asset or with 
a few assets so diverse in life characteristics that it 
would be inappropriate to group them. Must such tax- 
payers be penalized because they are small? Must the 
owner of an apartment house with a 40-year average 
life expectancy take a rate based on 80 or 100 years? 
Must the owner of a truck with a 10-year expectancy 
take 20 years? What the proposed restriction amounts 
to is a denial of average-life depreciation rates to all 
except large taxpayers with a multiplicity of assets. 
The real solution is for the Service to authorize the 
closing out of normal retirements with loss or gain for 
both single-asset and multi-asset accounts.” 


Averaging acquisition dates 


Alan Gornick of Ford referred to the problem of 
averaging acquisition dates in these words: 

“Section 1.167(a)-10(b) of the proposed Regula- 
tions provides that in the case of a multiple-asset 
account, the amount of depreciation may be deter- 
mined by using the ‘averaging convention’ under which 
it is assumed that all additions to and retirements 
from the asset account occur uniformly throughout 
the taxable year. This section requires that such av- 
eraging convention, if used, must be consistently fol- 
lowed. However, it contradicts this requirement in 


the next sentence by providing that ‘In any year in 
which such averaging convention substantially distorts 
the depreciation allowance for the taxable year, it 
may not be used.’ 

“The latter provision would largely defeat the pur- 
pose of the averaging convention, which was originally 
developed as a method of simplifying the accounting 
requirements of both the taxpayer and the government 
by reducing the computations required through the 
use of average annual balances, thus avoiding monthly 
depreciation computations. This method has been 
commonly accepted and is fair to all concerned if 
followed consistently. The proposed change would 
create uncertainty where certainty previously existed 
and would result in numerous adjustments of account- 
ing records years after the transactions occurred, based 
largely upon the subjective judgment of the examining 
agent as to what would constitute a ‘substantial’ 
distortion. 


Consistency important 


“It is believed this proposed change may tend to 
discriminate against the taxpayer because, in actual 
practice, it might result in the taxpayer being required 
to use the averaging convention in those instances 
where the immediate effect is unfavorable to him be- 
cause of the requirement that such averaging conven- 
tion, if used, must be consistently followed. However, 
in other instances where the use of the averaging 
convention in any year would appear to be favorable 
to the taxpayer, he might be estopped from obtaining 
such favorable results by the further provision in the 
proposed Regulations that in any year in which such 
averaging convention substantially distorts the depre- 
ciation allowance for the taxable year, it may not be 
used, 

“Such a proposed change in practice should not be 
adopted, since it may be unfair to the taxpayer as it 
is susceptible to unintentionally discriminatory appli- 
cation in actual practice. It would appear self-evident 
that neither the government nor the taxpayer gains 
or loses in the long run under the averaging convention, 
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provided it is applied consistently.” % 











He 
to ¢ 
the 


sitt 


for 
dev 
to. 

are 
free 
in 1 
Inc 
wh 
to 

ava 


to « 
tur 
red 
cre: 
in 

cre. 
nee 


can 
phi 
as 
fan 
no 
cor 
Thi 
plis 
tru: 


tax 
is i 


bez 





to 
al 








THE TAXATION OF INDIVIDUALS 


Personal tax problems 
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Gifts to charity can actually put money in 


your pocket, if you’re rich enough 


by RENE A. WORMSER 


Here is an example, worked out in tables and figures, to show the profit accruing 


to a rich taxpayer when he gives away money through one form of trust. It considers 


the varying effect of interest rates, length of time, donor’s inheritance- and gift-tax 


situation, and donor’s income-tax bracket 


( ) R TAX SYSTEM has long since ceased 
to be devoted to obtaining revenue 
for revenue’s sake and is now largely 
devoted to soaking the rich, or trying 
to. Its efforts in this direction, however, 
are not always successful. The rich seem 
frequently to be able to figure out ways 
in which, legitimately, to “beat the tax.” 
Indeed, there are sometimes ways in 
which the rich can use the tax system 
to make money—ways which are un- 
available to those of modest means. 

One of these methods involves gifts 
to charity. It has thus the pleasant fea- 
ture that, to the extent it is used, it 
redounds to the public welfare by in- 
creasing donations to institutions which, 
in this era of inflation and rapidly in- 
creasing maintenance costs, so badly 
need added funds. 

A man in an upper income-tax bracket 
can make a substantial donation to a 
philanthropic institution in such a way 
as to result in no loss of capital to his 
family and, at the same time, to show 
no loss of net usable income—on the 
contrary, to show an actual cash profit. 
This seeming miracle can be accom- 
plished through a “short-term charitable 
trust.” Here is an example: 

Mr. Smith is in an 80% top income- 
tax bracket. He creates a trust which 
is irrevocable for ten years. Its principal 
is composed of $50,000 of securities, 
bearing income of 2.5%. During the 


ten years all the income is to go to his 
selected university, hospital, or church; 
at the end of this period, the principal 
is to go to his wife. Here is what he has 
accomplished. 


These are the benefits 


If Mr. Smith kept the full income from 
the securities thrown into the trust, he 
would receive a total of $12,500 in 
gross income over the ten year period. 
On the other hand, he would not have 
this sum to spend or to save, for he 
would pay income tax on it at his highest 
income-tax bracket, 80%—he would 
thus have only 20% left, or $2,500. 
That is the income he loses by the 
transfer of ten years’ income to the 
charity. However, he is entitled to a 
deduction on his income-tax return, in 
the year in which he creates the trust, 
for the “present value” of the ten-year 
gift to charity. This would be the sum 
which, invested at 3.5% (so our tax 
rules run) would produce, with accru- 
ing income, $1,250 per year for ten 
years. This can be computed, as it 
happens, by taking 29.1% of the value 
of the capital of the trust. That is, the 
tax value of the ten year gift to charity 
would be 29.1% of $50,000 or $14,550, 
and this he may use as an income-tax 
deduction. 

The use of this deduction, if he is in 
an 80% top bracket, saves him $11,640 
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in income tax—an actual cash saving. 
Thus, he has surrendered the right to 
receive income worth, net of tax, to 
him $2,500 (payable over ten years) 
and receives in turn an (immediate) 
cash benefit of $11,640. The net profit 
is $9,140. 

The trust creates a gift to the wife, 
and gifts are subject to gift tax. How 
much is the gift? It is the value of the 
“remainder”—the difference between the 
present value of the income gift ($14,- 
550) and the principal of the trust 
($50,000), or $35,450. Whether any 
gift tax is payable would depend on 
the extent, if any, to which the donor 
of the trust had cut into his gift-tax 
exemption of $30,000. If he has used 
no part of that exemption, there would 
be no gift tax. For half of any gift to a 
spouse is exempt from gift tax anyway— 
thus there would be a maximum taxable 
gift of $17,725. He would, therefore, 
make the gift tax-free, and have a bal- 
ance of $12,275 on his $30,000 gift-tax 
exemption to use at some later time 
($30,000 less $17,725). He could thus 
repeat the trust in the following year 
with a slightly smaller principal and 
pay no gift tax on a further transfer to 
his wife, with accompanying profit to 
himself. 

If he had just barely exhausted his 
gift-tax exemption, the gift tax would 
still be so small as to leave a good profit 
—in the $50,000 case. The gift tax would 
be about $1,000, and the net profit 
about $8,000. If he had made other 
gifts beyond the gift tax exemption, so 
that he would reach higher gift-tax 
brackets on further gifts, he might run 
into a substantial gift tax, which would 
reduce his profit, obliterate it, or even 
result in net cost to him. However, the 
income profit would play its part in re- 
ducing the gift-tax cost, and he would 
still be making a far more economical 
transfer of property to his wife than by 
leaving it to her by will. 


Personal tax problems + 


How it works out in figures 


In the accompanying tables I show 
the profit resulting from the establish- 
ment of such a trust by persons reaching 
various top income-tax brackets, and 
using securities earning, respectively, 
9.5%, 3%, 3.5%, 4%, 5% and 6%. 
For convenience, I have used a trust 
with a principal value of $10,000 to 
illustrate the profit possibilities. In us- 
ing the tables, one would merely have 
to multiply the results by five to see 
what would happen with a $50,000 
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trust; or by four, for a $40,000 trust, 
etc. Obviously enough; the higher the 
top tax-bracket reached, the greater the 
profit; and the lower the earning rate, 
the higher the profit. 

There is a practical limit to the size 
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of denation to such a trust in any one 
year; the maximum deduction available 
to the donor during that year for chari- 
table donations in trust, or 20% of the 
net income. 

I have used a ten-year term for the 





























TABLES SHOWING TAX EFFECT OF GIFTS TO CHARITY 
Profit 
Top Bracket Commuted Col. 5-3 If 
of Income Aggregate Net After Value of Net Value Full Gift Tax 
Tax Reeched 10-year Income Deduction of Deduction Exemption 
by Donor* Income Tax to Donor to Donor Available 
TABLE #1 - $10,000 - SECURITIES PAYING 2.5%%* 
50 $2500. $1250. $2910. $1455.00 $ 205.90 
55 1125. 1600.50 475.50 
60 1000. 1746.00 746.00 
65 875. 1891.59 1016.50 
70 750. 2037.90 1287.90 
75 625. 2182.59 1557.50 
80 500. 2328.90 1828.00 
85 375. 2475.50 2100.50 
90 250. 2619.00 2369.00 
TABLE #2 - $10,000 - SECURITIES PAYING 3%** 
50 $3000. $1500. $2910. $1455.00 -- 
5 1350. 1600.50 $ 250.50 
60 1200. 1746.90 546.00 
65 1050. 1891.59 841.50 
70 900. 2037.00 1137.90 
715 750. 2182.50 1432.50 
80 600. 2328.00 1728.00 
85 450. 2475 .50 2025.50 
90 300. 2619.99 2319.90 
TABLE #3 - $10,000 - SECURITIES PAYING 3.5% 
50 $3500 $1759. $2910. $1455.00 -- 
55 sts "1575. 1600.50 $ 25.50 
60 1400. 1746.00 346,00 
65 1225. 1891.59 666.50 
70 1050. 2037.99 987.00 
75 875. 2182.50 1307.50 
0 700. 2328.90 1628.00 
85 525 2475 -50 1950.50 
90 350. 2619.00 2269.90 
TABLE #4 - $10,000 - SECURITIES PAYING 4% 
50 $4000. $2000. $2910. $1455.00 ane 
55 1800. 1600.50 nn 
60 1600. 1746.00 $ 146.00 
65 1400. 1891.50 491.50 
70 1200. 2037.00 837.90 
75 1090. 2182.50 1182.59 
80 809. 2328.90 1528.00 
85 609. 2475 .50 1875.50 
90 400. 2619.00 2219.90 
TABLE #5 - $10,000 - SECURITIES PAYING 5% 
50 $5000. 2500. $2910. $1455.00 ae 
55 2250. 1600.50 =e 
60 2000. 1746.90 -- 
65 1750. 1891.50 $ 141.50 
70 1500. 2037.00 537.90 
75 1250. 2182.50 932.59 
0 1900. 2328.09 1328.90 
85 750. 2475 .50 1725 .59 
90 590. 2619.90 2119.99 
TABLE #6 - $10,000 - SECURITIES PAYING 6% 
50 $6000. $3000. $2910. $1455.00 -- 
55 2700. 1600.50 a= 
60 2400. 1746.90 -- 
65 2100. 1891.59 oo 
70 1800. 2037.00 237.90 
75 1500. 2182.50 682.59 
80 1200. 2328.90 1128.99 
85 900. 2475-59 1£75.50 
90 609. 2619.90 2019.90 
* The computations are based on the applica- column, 
tion of a flat rate as the “top bracket of income 
tax reached.” Actually the income in question °° If the trust provided that the trustee must 
might be taxed in part at a slightly higher retain the investments as received, and the 
bracket, and partly at a slightly lower bracket. income rate were less than 3.5%, the Internal 
The income-tax rates in this column should be Revenue Service would, no doubt, apply the 
considered, therefore, as the average rate actual income rate, instead of its usual 3.5% 
reached by the income. Correspondingly, the rate, in computing “present value.” If the 
; show the net saving at the rates appli- trustee were free to reinvest, however, the 
averaged at the rate stated in the first usual 3.5% rate of computing should apply. 











trust. It can be any term from two years 
up. The longer the term, the greater 
the saving. Naturally, the trust must 
conform to the local “rule against per- 
petuities,” which is not difficult to 
arrange. 

The “remainder” gift to the wife must 
be absolute to get the fullest advantage 
of the gift-tax “marital deduction” ex- 
emption on gifts to a wife. Moreover, 
the income-tax deduction would not be 
available if there were more than a 5% 
chance of a reversion to the donor. 
Therefore, the trust should provide that, 
if the wife dies before the trust termi- 
nates, the principal passes to her estate 
at the end of the selected term. 


AIA gets technical answers 
from top IRS officials 


= AMERICAN INSTITUTE OF AC- 

COUNTANTS put on a tax show at its 
annual meeting in Washington, at which 
were displayed just about all the top 
brass in government tax administration 
circles, from the Commissioner to the 
chief of staff of the Joint Commit- 
tee on Internal Revenue Taxation to a 
judge of the Tax Court. In addition, 
the senior IRS people and staffs of 
Congressional tax committees partici- 
pated. 

Several interesting technical points 
were brought out, especially the fol- 
lowing: 


Question: Suppose an employee gets 
sick, but during the first week of his 
absence returns to the office for just a 
little while to tidy up some unfinished 
business. What would be the effect 
on the seven-day waiting period for the 
$100 weekly sick pay exclusion? An- 
swer: The seven-day waiting period 
would start from the time he left the 
office after the brief return. (Obviously, 
the invalid should get his boss to send 
the work home.) 


Question: If an operation is performed 
at home because the patient could not 
be moved to a hospital, or in the doc- 
tor’s office because hospital space was 
not available, does this count as a day in 
the hospital? Answer: No. 


Question: Are retiring partners taxed on 
actual payments to them or on their 
distributee share? The law says that 
payments to a retiring partner are taxa- 
ble to him and deductible to the part- 
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nership, but the regulations are confus- 
ing. Answer: Retiring partners should 
be treated as continuing partners. 


Question: If a company inherits a net 
operating loss, can the loss be carried 
over even though the assets of the sub- 
sidiary have been liquidated into cash? 
Answer: Yes. (It was also brought out 
that a taxpayer would do better, in a 
series of liquidations of subsidiaries, to 
liquidate the bottom subsidiary first, 
rather than the top.) 


Question: If a man died in 1953 and his 
estate paid the estate tax in 1954, 
could the estate liquidate stock in 1955 
to pay the estate tax? Answer: The es- 
tate can liquidate the stock at any time 
during the period in which the estate 
tax can be assessed. 


Question: Suppose a 1954 estate whose 
first fiscal year doesn’t end till 1955 
makes a distribution in December 1954, 
is the distribution taxable to the bene- 
1954 or in 1955? Answer: 
The distribution would be taxable to the 


ficiaries in 


° 


beneficiaries in 1955, since the question 
of whether the distribution was taxable 
income to the estate would not be de- 
cided until then. 


Question: In filing declarations of esti- 
mated tax, if the estimate is based on 
last year’s tax, and last year’s tax was 
understated by $1, is taxpayer in danger 
of penalty? Answer: Penalty is based on 
payment of 70% of the tax shown on the 
return. 


Question: If a two-man partnership op- 
erating on a fiscal year ending June 30 
admits a new partner on November 30, 
should the partnership file a return for 
the calendar year? Answer: Not neces- 
sary. 


Question: If A owns all the stock of a 
corporation, retires, and sells part of his 
stock to employees, taking bonds for 
the remainder of the stock (which then 
is retired), can A use the installment 
basis? Answer: Yes, if he retains no in- 
terest in the corporation other than that 
of a creditor. w 


N. Y. Bar Association recommends some 


changes in taxation of individuals 


Ts iMPACT of the 1954 Code on 
taxation of individuals has now been 
studied extensively; we see some spots 
that need improving. The tax commit- 
tee of the Association of the Bar of the 
City of New York makes some worth- 
while suggestions along these lines 
which we thought worth drawing to 
your attention. 


Dependency exemption 

Generally a dependent is a person 
related to the taxpayer, such as a child, 
a brother or sister, a parent, a niece or 
nephew, an uncle or aunt, or in-laws. 
Section 152(a)(9) also includes in the 
definition of dependent any non-related 
individual who makes his home with the 
taxpayer and is a member of the house- 
hold. Section 152(a) (10) adds another 
type of dependent, a cousin receiving 
institutional care during the year, but 
who had been a member of the tax- 
payer’s household before being removed 
to an institution. 

The Bar Association is recommending 


a revision of the Code to provide that 
any non-related dependent classified 
under Section 152(a)(9) should con- 
tinue to be considered a dependent if 
he is required to be removed to an 
institution and the taxpayer continues 
to support the dependent at the 
institution. 


The charitable contribution 


Under the 1954 Code the deduction 
for charitable contributions has been 
increased to 30% of adjusted gross in- 
come but the extra 10% must be made 
to a church, a tax-exempt educational 
organization or to a hospital “referred 
to in Section 503(b)(5).” This refer- 
ence is to “an organization the principal 
purposes or functions of which are the 
providing of medical or hospital care 
or medical education or medical re- 
search or agricultural research.” The 
Bar Association notes that the language 
of the statute needs clarification be- 
cause the Senate and House Committee 
reports indicate that it was the intention 
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of Congress not to include in the extra 
10% contributions for medical educa- 
tion and research. Some organizations 
have functions related to but not solely 
those of caring for patients. Many hos- 
pitals contain facilities for and promote 
medical education and research. 


Alimony and separate 
maintenance payments 


Under the 1954 Code periodic pay- 
ments made under written separation 
agreements executed after August 16, 
1954, the date of enactment of the 
Code, are deductible by the husband. 
The Senate Committee report states 
that this provision was not made appli- 
cable to agreements executed before 
August 17 because Congress did not 
wish to upset arrangements made pro- 
viding that the wife would not include 
such payments in her income. 

The Bar Association recommends a 
revision of this section making it appli- 
cable to pre-existing agreements if both 
parties elect to bring themselves within 
the provision. The Bar Association 
makes the recommendation even though 
the result possibly could be accom- 
plished by a re-execution of the separa- 
tion agreement. 


Tenancies by the entirety 


Under the 1954 Code the mere crea- 
tion between two spouses of a tenancy 
by the entirety shall not be deemed a 
transfer of property for gift tax pur- 
poses. The term includes a joint ten- 
ancy between husband and wife with 
right of survivorship. The Bar Associa- 
tion recommends that this provision be 
extended to similar interests in per- 
sonal property. te 


Two groups of non-resident 
alien individuals get special 
tax treatment 


gran yeid ALIEN individuals are 
divided into three groups. Group A 
consists of individuals not engaged in 
trade or business in the United States 
but whose fixed and determinable in- 
come from United States sources is not 
more than $15,400. Such income ex- 
cludes interest on deposits with persons 
carrying on the banking business. The 
1954 Code extended fixed or determin- 
able income to “certain capital gains.” 
These include gains derived from a lump 
sum distribution made by a qualified 
employee’s trust in one year upon sepa- 
ration from service with the employer 
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(Section 402 (a)(2)); gains derived 
from the disposal of timber or coal 
(Sections 631 (b) or (c)); and gain 
derived from the transfer of an interest 
in a patent which is considered capital 
gain (Section 1235). The tax is 30% 
of the gross income. 

Group B consists of individuals not 
engaged in trade or the 
United States but whose fixed or de- 
terminable income from United States 
exceeds $15,400. Such _indi- 
viduals are taxed on net income the 
same as United States citizens and resi- 
dents. The deductions allowed to such 
individuals are limited to those alloca- 


business in 


sources 


ble to such income. However, contribu- 
are deductible in full without 
allocation. Canadians and Mexicans are 
allowed (Section 873(d)) the deduc- 
tion exclusion. The retirement income 
credit is not allowed. In any event the 
total tax may not be less than 30% of 
the tax on gross income. 

Group C consists of individuals en- 
gaged in business in the United States. 
Such an individual is taxed just as is 
the United States citizen and the resi- 
dent All income from United 
States sources is taxable. The alternative 
rate of 30% on gross income from U.S. 
sources is not applicable to this group. 

Capital gains of nonresidents in 
groups A and B are given special treat- 
ment. There are three rules. If the non- 
resident alien has not been physically 
present in the United States at any time 
during the taxable year capital gains 
derived in the United States are not 
taxable. If the 
physically present in the United States 
for less than 90 days during the tax- 
able year, net capital gains from United 
States sources on sales executed while 
in the United States are taxable at the 


tions 


alien. 


nonresident has been 





No alimony deduction for installment 
payments of support. Taxpayer paid his 
former wife $4,700 in 1949 and $5,300 
in 1950. The court holds that the 1949 
payment was for support pursuant to a 
limited divorce decree which did not 
sanction the separation of the parties 
and was not deductible as alimony. 
Deduction for the 1950 payments was 
also denied. Even though they were 
made pursuant to a divorce decree, the 
decree required installment payments 


ns affect 


April 1956 


30% rate. If the nonresident has been 
present. in the United States for 90 
days or more during the taxable year he 
will be taxed on all net capital gains 
from United States sources during such 
year whether or not he was in the 
United States when such sales were 
consummated. The 50% deduction for 
long term gains is not allowed. All gains 
long or short term are taken into ac- 
count 100% as are capital losses. The 
5 year capital loss carryover is not 
available to such nonresidents. 

Capital gains and losses are fully 
taken into account in determining 
whether the aggregate income exceeds 
$15,400. If the income exceeds $15,400 
then the regular capital gain and loss 
provisions apply including the 50% de- 
duction, except for the carryover of a 
net capital loss. The alternative tax is 
also applicable subject to limitation of 
30% of gross income. 

When is a nonresident alien engaged 
in a trade or business in the United 
States? The performance of personal 
services within the United States for 
which the non-resident receives com- 
pensation comes within the concept of 
being engaged in a trade or business. 
If the nonresident performs services 
for a nonresident alien individual, for- 
eign partnership, or foreign corpora- 
tion, not itself engaged in trade or busi- 
ness in the United States and he is 
temporarily present for a period not 
exceeding a total of 90 days during the 
taxable year he is not deemed to be 
engaged in a trade or business, provided 
further that his compensation for such 
services does not exceed $3,000. Sec- 
tion 871 (c) of the 1954 Code applies 
the 90-day, $3,000 rule to a nonresident 
alien employee of a foreign branch of a 
domestic employer. w 





ng individuals 


of a principal sum. Keleher, TCM 1956- 
99. 


Installment payments to end on remar- 
riage are alimony. Taxpayer was re- 
quired to pay his ex-wife $100 a month 
up to a total of $5,000. The payments 
would, however, cease on her death or 
remarriage. Without discussion, the 
court holds the payments are periodic, 
not installments of a fixed obligation, 
and hence deductible. [Apparently, the 





court is following the principle that be- 
cause of the contingency of remarriage 
the obligation is not fixed. Ed.] Fraz- 
ier, DC Ark., 12/2/55. 


Support payment for children doesn’t 
become alimony when children reach 
21. Taxpayer was required by his sepa- 
ration agreement to pay his children 
income for life. This payment could be 
made directly to them or through his 
wife. Taxpayer paid $10,000 a year to 
his ex-wife and she transmitted it to the 
children. Taxpayer claimed that since 
he had no obligation to support the 
children after they became 21, the pay- 
ments were alimony. The Tax Court 
held the wife was a mere conduit; the 
payments were not alimony. This court 
affirms. Mandel, CA-7, .1/13/56. 


Wife not taxable; payments from ex- 
husband were for child. Payments by 
taxpayer's ex-husband of $50 weekly, as 
ordered by a divorce court, were held 
to be payable in their entirety for the 
support of their two minor children. 
The payments were therefore not tax- 
able to the wife as alimony. Ramsdell, 
TCM 1956-7. 


Proof of support for dependency credit 
satisfied as to niece and nephew but 
not as to brother. Having proved that 
he contributed more than half of the 
support of his nephew and niece, tax- 
payer was permitted to claim two de- 
pendency credits. He was not permitted 
to claim his brother where proof of the 
latter’s support was by taxpayer’s own 
self-serving testimony and where the 
record indicated that the brother was 
employed and possessed savings. Miller, 


TCM 1956-4. 


No deduction for cost of transporting 
tools to work. Automobile expenses in 
commuting to and from work are non- 
deductible regardless of the distance 
traveled and notwithstanding the fact 
that the automobile is used also to trans- 
port the employee’s work tools. Rev. 
Rul. 56-25. 


Legal fees to prevent damage to oil 
wells deductible. Taxpayers incurred 
legal expenses in obtaining an injunc- 
tion forbidding an oil company to do 
any act which would damage their well 
or drain oil from their land. The court 
holds the litigation costs were incurred 
to conserve income-producing property 
and were deductible. The question of 
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title was not involved; the Commis- 
sioner was in error in treating the pay- 
ments as an addition to the cost of the 
well. Ramsey, DC Ill., 11/16/55. 


Creditor can’t deduct insurance pre- 
miums on life of debtor. Taxpayer lent 
$4,000 on the security of second mort- 
gages on certain property and the as- 


signment of several life-insurance poli-* 


cies. When the loan became due, the 
debtor was insolvent and the second 
mortgages worthless. Taxpayer 
kept the life-insurance policies and paid 
the premiums thereon. After 1938, it 
was clear that no matter how soon the 
debtor died, the taxpayer could not re- 
cover the amount of her loan plus the 
premiums. The court holds that the pre- 
miums were not deductible because, at 
least after 1938, the taxpayer was sim- 
ply making a speculative investment. 
It was no longer an expense of a loan 
made for profit. Giles Estate (Mellinger, 
Exec.), CA-5, 1/6/56. 


were 


Legal fees allocable to recovery of title 
are not deductible. Although title to 
rental property was in his sister’s name, 
taxpayer and the sister treated it as 
jointly owned, and he made payments 
on the mortgage. In 1945 the sister con- 
veyed the property to herself and her 
husband as joint tenants. The taxpayer 
sued to establish his half interest in the 
property and income plus money paid 
on the mortgage. In the lower court he 
won judgment for the mortgage prin- 
cipal and interest he paid. On appeal he 
was found a joint owner and got title 
and some rentals. Taxpayer deducted 
the legal fee for the lower court trial. 
The Tax Court allowed as a deduction 
that portion of the legal fees allocable 
to the recovery of interest and rental 
income. Perfection of title was the prin- 
cipal issue and some of the expenditures 
were for that purpose. To that extent 
the fees were capital expenditures. This 
court affirms. Kelly, CA-7, 1/4/56. 


Medical deduction reduced by total in- 
surance collection in excess of particular 
cost. A taxpayer has insurance covering 
only hospital and doctors’ fees. The 
Service holds that in computing the de- 
duction, aggregate medical expenses 
must be reduced by aggregate indemni- 
fication under hospitalization insurance. 
Indemnification in excess of hospital 
and doctors’ fees must be applied in re- 
duction of any other type of medical 
expense incurred. Rev. Rul. 56-18. 


City fluorinates; cost of “pure” water 
not medical expense. Amounts paid to 
purchase bottled distilled water for 
drinking purposes to avoid drinking 
city-supplied fluorinated water are not 
deductible as medical. Rev. Rul. 56-19. 


A gift pension reduces retirement in- 
come. Section 37(d) of the 1954 Code 
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provides that for purposes of the retire- 
ment-income credit, the amount of re- 
tirement income shall not exceed $1,200 
less any amount received as a pension 
or annuity otherwise excluded from 
gross income. A pension received as a 
gift comes within this definition and 
must be used to reduce the retirement 
income. Rev. Rul. 56-12. 


New partnership decisions this month 


Trusts with independent trustees rec- 
ognized as partners. [Acquiescence] 
In both these cases the taxpayer trans- 
ferred an interest in his business to a 
trust with an independent trustee. The 
trust received a special partnership, tax- 
payer as general partner continuing to 
operate the business. The Tax Court 
found the partnership valid. The Sultan 
case was affirmed by the Ninth Circuit, 
210 F.2d 652. Brodhead, 18 TC 726; 
Sultan, 18 TC 715; both acq. IRB 
1956-5. 


Dissident partner can deduct legal fee 
for receivership aid. [Acquiescence] 
Taxpayer was a member of a partner- 
ship put into receivership because of 
disagreements among partners. He paid 
an attorney $10,000 to represent him in 
finding a buyer. The Tax Court per- 
mitted deduction of $6,000 as repre- 
senting service in the receivership. The 
rest was deductible from the selling 
price of his interest. The Ninth Circuit 
affirmed. Ward, 20 TC 332, acq. IRB 
1956-5. 


Tax Court re-examines transfer of part- 
nership interest and finds it bona fide. 
In a previous decision involving tax 
years 1942-1944, the Tax Court held 
that taxpayer did not make a bona fide 
transfer of his partnership interest to 
his daughter and was therefore taxable 
on the income allocated to her. In sub- 
sequent litigation involving the same 
question for 1945, the Tax Court again 
upheld the Commissioner, saying that 
the doctrine of collateral estoppel ap- 
plied, but the Fifth Circuit set aside 
that decision and remanded the case 
for further consideration. Upon re-ex- 
amination of the evidence, some of 
which was not before the court in prior 
proceedings, the court now finds that a 
bona fide transfer to the daughter was 
effected. Accordingly, taxpayer was not 
taxable on any of the 1945 partnership 
income. Alexander, TCM 1956-2. 





Jury decision against family partnership 
upheld. The jury held that taxpayer had 
not formed a bona fide partnership with 
his son. This court finds no error in the 
judge’s charge. The judge had not made 
the rendition of services by the son the 
sole criterion; it was proper to leave to 
the jury the question whether the 
mother’s loan to the son (the source of 
his capital contribution) was a good- 
faith transaction. Jahn, CA-2, 1/16/56. 


Individual and partnership 117(j) trans- 
actions must be combined (old law). 
Taxpayer realized about $8,500 gain 
on the sale of depreciable assets used 
in his personal photogrammetric engi- 
neering business. A partnership of 
which he was a member had similar 
losses, of which $3,000 was taxpayer's 
share. The individual transaction he re- 
ported as a long-term gain, while the 
partnership loss was included as an ordi- 
nary deduction. The Tax Court upheld 
this treatment. This court reverses. The 
117(j) loss retained its original nature 
in the hands of the partners. [This result 
is specifically required by Section 702 
of the 1954 Code. Ed.] Ammann, CA-5, 
12/30/55. 


Property was received as partnership 
liquidation, not salary; no tax. Taxpayer 
entered into an oral agreement for the 
sharing of profits on purchases and sales 
of timber properties, and in the next 
few years acquired timberland in the 
name of his partner. In 1946, the part- 
ner claimed he had clear title because 
there was no joint venture. The taxpayer 
sued and eventually settled for the 
transfer to his own name of two timber 
tracts worth about $400,000. The Com- 
missioner argued that this was com- 
pensation for services and therefore 
ordinary income. The court holds that 
there was a bona fide partnership; the 
taxpayer received a nontaxable distribu- 
tion in dissolution of the joint venture. 
Wilson Estate, DC Ore., 12/8/55. 
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Treasury’s interpretation of Circular 230 


raises new doubts on practice by accountants 


by REUBEN CLARK, JR, 


Last month Secretary Humphrey released an interpretation of Circular 230 which 
seemed to go a long way toward quieting accountant’s fears that their practice 
before the IRS was being threatened. But the real significance of the Treasury’s 
new statement depends upon what it means—how it is interpreted in practice. We 
understand from Treasury officials that no further official comment may be 
expected, and that no interpretations of the interpretation will be forthcoming. It 
is our further understanding of the views of responsible officials that last month’s 
statement was issued to give effect to the Treasury’s intention to continue the 
long-standing right of accountants to practice “fully” before the IRS, whether or 


« 


not state courts may call that practice the “practice of law.” ° ° ° Because so much 
depends upon interpretation of this new statement, and because almost no 
comment has appeared, we invited Mr. Clark, a Washington, D.C., attorney who 
has studied the question thoroughly, to give readers his views on how the newly 
interpreted Circular 230 would work in practice, especially with respect to 


accountants. * * 


® Mr. Clark believes Mr. Humphrey’s statement indicates that 
the Treasury Department will not let state courts’ definitions of the “practice of 
law” influence it nor let these courts prevent an enrolled agent from practicing 
fully before it. As Mr. Clark points out in the following discussion, however, Mr. 
Humphrey’s statement also includes by reference substance of the Joint Statement 
of Principles Relating to Practice in the Field of Income Taxation adopted in 1951 
by the ABA and AIA. This raises the possibility that the net Treasury policy may 
require abstinence by accountants from work formerly by custom permitted. Mr. 
Clark’s interpretation of the implications of this reference to the Joint Statement 
creates a disturbing picture of how courts might, if they follow this line of 
reasoning, handle a new Agran case. * * * Some disagreement exists over Mr. 
Clark’s interpretation of this possibility. Matthias F. Correa, counsel to AIA, takes 
a contrary position; his views appear on page 219. 


rJ\HE LONG SMOLDERING CONTROVERSY the Treasury Department could, in do- 


ing so, perform acts which a state court 
calls the “practice of law.” Prior to 
1954, there had been general agree- 
ment that the activities of enrolled 
agents representing taxpayers before 
the Department did not constitute un- 


4 between lawyers and accountants 
over the latter’s role in tax practice 
suddenly flared, with the recent Cali- 
fornia case of Agran v. Shapiro, into 
the narrower question of whether or not 
accountants enrolled to practice before 





lawful practice. This had, at least ac- 
cording to the testimony of one ex- 
Treasury official,? been the “uniform, 
constant and long-standing” practice of 
the Treasury Department under Cir- 
cular 230. Such practice had, further- 
more, been evidenced in Mimeograph 
No. 58,® wherein the Department ruled 
that a Treasury card would be re- 
quired of any person who appeared be- 
fore it as an advocate. To appear as an 
advocate is a basic conceptual criterion 
of the “practice of law.” 

But the Agran case emphatically re- 
jected this view by holding that the 
second proviso of Section 10(2)(f) of 
Circular 230—namely, “that nothing in 
the regulations in this. part shall be 
construed as authorizing persons not 
members of the bar to practice law” 
—meant that the Treasury Department 
intended to leave state courts free to 
prevent enrolled non-lawyers, though 
wholly occupied in Treasury practice, 
from engaging in the “unauthorized 
practice of law” as it might be defined 
under state law. Therefore, said the 
Appellate Division, a non-lawyer en- 
rollee could not in California resolve 
“difficult questions of law” in negotia- 
tions with the Department, even 
though such questions related entirely 
to the interpretation of federal income 
tax statutes and regulations; on remand, 
the trial court went even further to hold 
that a non-lawyer could not even ap- 
pear as a representative for a taxpayer 
before the Treasury Department, since 
such action—i.e., appearing as an “ad- 
vocate”—also constitutes the “practice 
of law” in California.* 


Significance of Agran decision 


The significance of this decision for 
the continued right of non-lawyer en- 
rollees to practice before the Depart- 
ment was, obviously, considerable. It 
meant, if correct, that no non-lawyer 
enrollee could thereafter represent tax- 
payers before the Department—at least 
in states applying the California concept 
of the “unauthorized practice of law” 
—without running the serious risk of un- 
lawfully “practicing law” on such ac- 
count and, therefore, of possibly either 
being enjoined from such practice by 
a state court,® or being unable law- 
fully to collect a fee in such courts for 
work carried on under the specific sanc- 
tion of federal regulations. Further- 
more, since the states themselves had 
been unable to agree on what actually 
constitutes the “practice of law” by an 
accountant,’ this decision also meant 














that non-uniform rules of interpreta- 
tion could be applied by the various 
states to a practice before a federal 
agency that is nationwide in scope. 


Revision of Circular 230 proposed 

Meanwhile, the Treasury Depart- 
ment had invited public comment with 
respect to revision of Circular 230. Now 
thoroughly alarmed by Agran, the 
American Institute of Accountants 
called upon the Secretary of the Treas- 
ury to revise the regulations in order to 
reaffirm their “long-standing administra- 
tive interpretation” that non-lawyer en- 
rollees could take all action to dispose 
of legal questions pending at the ad- 
ministrative level before the Treasury 
Department. The American Bar As- 
sociation, on the other hand, approv- 
ing the Agran interpretation, held that 
such a revision would overthrow a “long 
established policy of the Treasury De- 
which prevents accountants 
from representing taxpayers before the 
Department if “substantial questions of 
law are involved.”® Such diametrically 
opposed views as to the historical mean- 
ing of the regulations were possible 
only because the Treasury Department 
had never—apart from its administrative 
practice and, possibly, apart from 
Mimeograph No. 58—actually enunci- 
ated what it regarded as the true intent 
of Circular 230. 


partment” 


The Treasury's new interpretation 


Now, at last, the Treasury has spoken 
with respect to the meaning of its own 
regulations. On February 7, 1956, Sec- 
retary Humphrey issued an “interpre- 
tation” of $10.2 of Treasury Depart- 
ment Circular 230.1" He stated, flatly, 
“that Congress has given the Treasury 
Department the responsibility of regu- 
lating practice before the Department.” 
Accordingly, the Department has 
promulgated the “rules and regulations” 
set forth in Circular 230; these stand- 
said the Secretary, “gener- 
ally operated in a highly satisfactory 
manner’ and, “enrollees, 
whether agents or attorneys, have been 
satisfactorily fully representing clients 
before the Department for many years. 
The Department believes this has been 
beneficial to the taxpayers and to the 
Government and that there presently 
appears no reason the present 
scope and type of practice should not 
continue as it has in the past.” With 
particular respect to the controversial 
second proviso of Section 10.2(f)—the 


ards have, 


moreover. 


why 


same proviso that the California court 
in Agran considered “a disavowal of 
any intent upon the part of the Secre- 
tary of the Treasury to confer authority 
upon enrolled agents, not members of 
the bar, to perform acts upon behalf of 
others in connection with matters be- 
fore the Department which would 
otherwise constitute the practice of law” 
—the Secretary stated that “[t]he uni- 
form interpretation and administration 
of this and other sections by the 
Department are essential to the proper 
discharge of the above responsibility 
imposed on it by Congress” and “[iJ]t is 
not the intention of the Department that 
this second proviso should be inter- 
preted as an election by the Depart- 
ment not to exercise fully its responsi- 
bility to determine the proper scope of 
practice by enrolled agents and _ at- 
torneys before the Department.” 


Real meaning of Treasury statement 


From these cautious generalizations, 
two facts emerge with some clarity. 
First, the Department seems to be as- 
serting its undoubted power, under the 
“supremacy clause” of the Constitution" 
and under its own enabling act,!? to 
define its scope of practice and to allow 
non-lawyers to perform legal services 
within such scope, regardless of the 
strictures of state law with respect to 
the “unauthorized practice of law.” 
Since there can be no doubt as to the 
existence of this power—one which has 
been repeatedly recognized by both 
state and federal courts with respect 
to other federal agencies!*—and since 
the Agran court felt justified in apply- 
ing the California law of “unauthorized 
practice” to Treasury practice because 
it found that the Department had evi- 
denced an intention not to extend its 
authority so as to inhibit state court 
policing of the “practice of law,” wher- 
ever found, this reaffirmation of power 
by the Secretary is most salutory. To 
have ruled otherwise would have been 
an abdication of federal power by the 
Department, one which would have re- 
sulted in leaving the allowable area of 
Treasury practice for non-lawyers open 
to the varying definitions of the forty- 
eight states, depending on each indi- 
vidual concept of the “unauthorized 
practice of law.” 

Second, the Secretary’s statement 
clearly seems to place the Department’s 
seal of approval upon the manner in 
which non-lawyer enrollees have car- 
ried out their duties to date. If so, the 
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Department must then approve the 
rendition of legal services for taxpayers 
by non-lawyer enrollees—at least within 
a very wide area of Treasury practice. 
Certainly, the Department has always 
permitted such activity by non-lawyer 
agents, who have constantly dealt with 
“substantial questions of law” when ap- 
pearing before the Department. The 
statement appears to mean, in so far as 
the Treasury is concerned, that it will 
continue, as it has in the past, to treat 
lawyers and accountants on an equal 
basis before the Department. Therefore, 
holding that it has the power to au- 
thorize non-lawyers to “practice law” 
before it when representing taxpayers 
and approving the past exercise of this 
privilege by non-lawyers, the Depart- 
ment appears clearly, at this point, to 
be overruling the Agran decision and 
clarifying the confusion caused by that 
case. 


But here’s the fly in the ointment 


If the Department had stopped here 
in its statement, all would have been 
well. But, unfortunately, the statement 
then proceeds with a reference to the 
extremely broad generalizations of the 
recent Joint Statement of Principles Re- 
lating to Practice in the Field of Federal 
Income Taxation'* (1951) that may 
well recreate the very doubts as to the 
meaning of the regulations that the 
early part of the statement attempts 
to lay to rest. After saying that “[i]t is 
the intention of the Department that all 
persons enrolled to practice before it 
be permitted to fully represent their 
clients before the Department, in the 
manner hereinafter indicated . . .” 
and after taking note of the fact “ 
that the Department does not have the 
responsibility nor the authority to regu- 
late the professional activities of lawyers 


1127 Cal. App. 2d 807, 273 P. 2d 619 (1954). 
2 See testimony by George D. artin, formerly 
Internal Revenue Agent in Charge at Los Angeles, 
at the Agran retrial, quoted in Clark, Accountants 
in Treasury Practice: The Department Regulations 
Should Adopt the Bercu Rule, 24 G. Wash. L. 
Rev. 377, 393 fn. 51 (1956) 

* 1954-2 Cum. Bull. 297. 
‘See 3 J. Taxation 80, 83 (1955). 

5 Cf., e.g., Petition of Kearney, 63 So. 2d 630 
(Fla, 1953); Gardner v. Conway 234 Minn. 468, 
48 N.W. 2d.'788 (1951). 
® Cf., e.g., Agran v. Shapiro, note 1 supra. 

7 Compare Agran v. Shapiro, note 1 supra, and 
Gardner v. Conway, note 5 supra, with Application 
of New York County Lawyers Assn., In re Bercu 
273 App. Div. 425, 78 N.Y.S. 2d. 209 (1st Dept. 
1948) covering 188 Mise. 406, 69 N.Y.S. 2d 7 bg 
(ioe. Me 1947), affd. without opinion SON 
728, 87 N.E. 2d 451 (1949). 

8 See 50). Accountancy 57 a. 1955). 

* Id. at 61 

1021 Fed. Reg. 833 (Feb. 7, 1956). 

11 Art. VI, U.S. Constitution. 

rt he July 7, 1884, 23 Stat. 258, 5 USC 261 
(1952). 

13 See cases cited Clark, note 2 supra at 385, fn. 


2 
14 See 40 ABAJ 968, ii (1954) and 99 J. Ac- 
countancy 62 (Jan. 1955). 
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and accountants beyond the scope of 
their practice before the Department 

.,” the statement then proceeds to 
say that . “[t]he Department has 
properly placed on its enrolled agents 
and enrolled attorneys the responsibility 
of determining when the assistance of a 
member of the other profession is re- 
quired [i]t has been gratified to 
note the extent to which the two pro- 
fessions [law and accountancy] over the 
years have made progress towards mu- 
tual understanding of the proper sphere 
of each, as for example in. the Joint 
Statement [t]he question of 
Treasury practice will be kept under 
surveillance so that if at any time the 
Department finds that enrolled 
agents and attorneys are not respecting 
the appropriate fields of each in accord- 
ance with that Joint Statement, it can re- 
view the matter to determine whether 
it is the 
Circular 


necessary to amend 


The requirement to call in lawyers 
This language clearly seems to place 
upon enrolled accountants representing 
taxpayers before the Department the 
responsibility of calling in 
whenever the Joint Statement so re- 
quires. The Joint Statement itself states 
that “. [i]f, in the course of . 
proceedings [before the Treasury] ques- 


lawyers 


tions arise involving the application of 
legal principles, a lawyer should be 
retained, and if, in the course of such 
proceedings accounting questions arise, 
a certified public accountant should be 
The 
course, is that, under state law gen- 


retained.” crucial fact here, of 
erally the resolution of questions arising 
under federal income tax statutes and 
regulations itself constitutes “the appli- 
cation of legal principles.”!5 Accord- 
ingly, if this reference to the Joint State- 
ment has any meaning beyond standing 
as a mere admonition to lawyers and 
each other’s 
“spheres” in an undefined way—subject 


accountants to respect 
only to the threat of possible revision 
of the regulations if they continue to 
do what, though lawful, they are now 
urged not to do—the Treasury Depart- 
ment must then be stating that ac- 
countants have no lawful right to resolve 
“substantial questions of law’ without 
calling in a lawyer—that, in other words, 
the allowable scope of practice for non- 
lawyers does not include this right. 
State courts admittedly are not free to 


15 See Clark, note 2 supra at 382, fn. 18. 


16 See note 7 supra. 


17 See Clark, note 2 supra. 
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interfere with the lawful practice of 
practitioners before the Treasury; how- 
ever, they are free to apply their own 
concept of “unauthorized practice” to 
activity beyond such scope of practice. 
The issue here is whether, by apparently 
requiring accountants to call in lawyers 
to handle “substantial questions of law,” 
the Treasury Department has failed to 
place the resolution of “substantial 
questions of law” lawfully within the 
scope of practice for non-lawyers so as 
to bind the hands of state courts. 


Contradictory nature of last part 
Clearly, the Treasury Department has 
spoken to preempt state law. But this 
assertion does not end the matter. For 
equally clearly, its writ extends only as 
far as its scope of practice. There seems 
very good reason to believe that the 
Treasury wanted to reaffirm the tradi- 
tional right of accountants to practice 
fully; but the reference to the Joint 
Statement seems contradictory to this 
intention, unless this reference is given 
no legal significance. In this respect, 
it should be remembered that the Agran 
decision relied on the Joint Statement 
as “another consideration” confirming 
its view that non-lawyers cannot apply 
“legal principles” before the Depart- 
ments. Is it likely that state courts, 
jealously guarding their prerogative to 
control the “unauthorized practice of 
law,” will see in this reference anything 
other than explicit Treasury approval to 
enjoin accountants from resolving “sub. 
stantial questions of law” in practice 
before the Department and to allow 
taxpayers, successfully to interpose the 
“unauthorized practice of law” defense 
fees? The conclusion 
would therefore seem inescapable that, 
if the facts of the Agran case were to 


when sued for 


arise again, following this statement by 
the Department, the California courts 
would have no difficulty in again deny- 
ing the accountant his fee on the 
grounds that the Treasury Department’s 
interpretation of its regulations 
would require him to call in a lawyer 


own 


to handle the difficult net operating loss 
carryback question involved in that 


case. 


Result under Bercu doctrine 

If this conclusion is valid, it contains 
further ominous implications for their 
continuing right of enrolled accountants 
to practice before the Department in 
those states which follow the Bercu, 
rule.16 Under the rationale of this case, 





a non-enrolled attorney would be al- 
lowed to resolve questions of law that 
arise “incidental” to a regular account- 
ing practice for regular accounting 
clients. Presumably, in New York, en- 
rolled accountants practicing before the 
Department would have the same lee- 
way to resolve “substantial questions of 
law,” if they arose in the course of a 
normal accounting practice. But now 
the Treasury Department appears to be 
recognizing the “substantial question of 
law” test set forth in the Joint State- 
ment. Since the Treasury Department 
has undoubted authority to define the 
scope and nature of its practice, would 
not New York courts hereafter have 
to apply this Treasury-approved crite- 
rion to the activities of enrolled practi- 
tioners in New York? However, one 
bright ray of sunlight does emerge for 
accountants from this interpretation of 
the statement; at least, in referring to 
the “substantial question of law” test, 
the Department is apparently rejecting 
the rationale of the second Agran opin- 
ion that mere representation of a tax- 
payer is, without more, the “unauthor- 
ized practice of law.” 


Further clarification needed 

Like everybody else, the Treasury 
Department cannot carry water on both 
shoulders. It cannot, on the one hand, 
assert its authority to regulate its own 
practice and approve of past practice 
wherein accountants have as a matter 
“substantial 
tions of law” for taxpayers and, on the 


of course resolved ques- 
other hand, require accountants before 
the Department to call in lawyers when 
faced with such questions, inferentially 
leaving it open to state courts to hold 
such practice unlawful if they do not 
do so. The writer has elsewhere urged 
that the problem of non-lawyer prac- 
tice before the Department cannot be 
resolved in terms of semantic generali- 
ties dividing such practice into “proper 
spheres”—rather, the interests both of 
practitioners and taxpayers require that 
the Department, if in fact it approves 
of a system which has worked well to 
date, must clearly spell out in its regula- 
tions the scope of Treasury practice for 
non-lawyers, so that what is considered 
lawful by the Department will also be 
considered lawful by state courts.17 


Such a clarification of the regulations, 
designed to give assurance of legality 
to the ancient work of accountants be- 
fore the Department, might also narrow 
in significant respects a practice by non- 




















lawyers that may well have grown too 
broad. In any event, so long as it is 
possible for state courts to interpret 
the scope of Treasury practice as not 
including, for non-lawyers, the right 
to resolve questions of. law, the problem 


will continue whether an accountant 
representing a taxpayer before the De- 
partment can, in so far as state courts 
are concerned, lawfully resolve a ques- 
tion involving a net-operating-loss carry- 
back without calling in a lawyer. 


AIA’s counsel sees no difficulty with 


Treasury’s statement; disagrees with Clark 


Recognizing the controversial nature of certain of Mr. Clark’s suggestions, the 


editors invited Mathias F. Correa, a member of the New York law firm of Cahill, 


Gordon, Reinel & Ohl, counsel to AIA and a lawyer of many years intensive 


experience with accountants’ right to practice in tax matters, to comment on 


Mr. Clark’s article. His observations disagreeing with Mr. Clark follow. It is to 


be noted that because of pressure of time Mr. Clark did not have an opportunity 


to read Mr. Correa’s manuscript before publication 


rn. CLARK’s Discussion of the first 
M six paragraphs of the Treasury’s 

Interpretation of its rules of 
practice appears to be a sound, if some- 
what general analysis of those provi- 
sions of the Treasury’s statement. Mr. 
Clark concludes that these first 
paragraphs of the Statement, standing 
alone at least, indicate rather clearly 
that the Treasury Department intends 
the Agran and 
the confusion caused by that 


recent 


six 


to overrule decision 
clarify 
case. The conclusion which Mr. Clark 
reaches as to the significance of the first 
six paragraphs of the Interpretation is 
supported by the fact that the Treasury 
Department Interpretation states that 
it was occasioned by “the decisions of 
certain state courts . . . which suggest 
varying interpretations of Section 10.2(f) 
of the Circular.” (Circular 230). 
Actually, the only state court decisions 
which have discussed or undertaken to 
interpret this specific provision of the 
Treasury Circular are the decision of 
the Superior Court and the subsequent 
decision of the Municipal Court upon 
retrial in the Agran case. 

When Mr. Clark comes to consider 
the last two paragraphs of the Inter- 
pretation, however, he arrives at the 
conclusion that despite the clarity with 
which the preceding paragraphs of the 
Statement point to the opposite con- 
clusion these paragraphs indicate an 
intention on the part of the Treasury 
Department to adopt and approve the 
interpretation of the Treasury Circular 


made by the court in the Agran case. 
Thus, Mr. Clark finds that the different 
parts of the Treasury statement war 
with each other and that the statement 
as a whole is hopelessly self-contradic- 
tory and can only tend to confuse 
rather than clarify the situation it was 
designed to remedy. 

It is a basic principle of construction 
and, indeed, one might add of ordinary 
common sense, that an interpretation 
of a written instrument which permits 
of all its provisions to be taken as con- 
sistent with each other is to be favored 
over one which requires that its provi- 
sions be read as contradicting each 
other. When this principle is applied 
to the Treasury Interpretation it is ap- 
parent that there is an obvious meaning 
which can be placed upon its provisions 
which would leave them all consistent 
with each other. It also appears that 
this meaning accords much more closely 
with the exact words used in the Treas- 
ury’s carefully phrased statement than 
does the Interpretation suggested by 
Mr. Clark. 

Two things are basic. First, the Trea- 
sury has stated in the clearest possible 
terms that it does not mean by the 
provisions of Section 10.(2) of Circular 
230 to delegate to state courts any part 
of its responsibility for determining “the 
proper scope of practice by enrolled 
agents and attorneys before the Depart- 
ment.” The plain import of this provi- 
sion of the Interpretation conflicts di- 
rectly with the conclusion which Mr. 
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Clark reaches as to the meaning and 
effect of the Interpretation. 

Secondly, the Treasury recognizes 
that within the permissible scope of 
practice authorized by its rules, situa- 
tions may arise where, as a matter of 
professional __ responsibility enrolled 
agents who are not lawyers should seek 
the assistance of lawyers, and enrolled 
attorneys who are not accountants 
should seek the assistance of the ac- 
counting profession. The Treasury has 
placed upon its enrolled agents and en- 
rolled attorneys the responsibility of 
determining when such situations arise. 
Indeed, the Treasury notes it has “prop- 
erly” done so. 
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The Treasury in its statement rec- 
ognizes that this is a matter of pro- 
fessional responsibility and not a limita- 
tion upon the scope of authorized prac- 
tice. Any possible doubt on this score 
is dissipated by the Treasury’s reference 
in this connection to the provisions of 
10.2(z). This section of the rules reads 
as follows: 

“Duty to observe canons of ethics. 
Each enrolled person shall conduct his 
practice in an ethical and professional 
manner and it shall be the duty of each 
enrolled attorney to observe the canons 
of ethics as adopted by the American 
Bar Association and of each enrolled 
agent to observe the ethical standards 
of the accounting profession. Among 
other forms of unethical and unprofes- 
sional conduct the following will be 
deemed to constitute such conduct: 
The use of intemperate and abusive 
language, the making of false accusa- 
tions or statements knowing them to be 
false, or the circulation of malicious and 
libelous matter in connection with 
Treasury practice.” 

The Treasury, by referring to this 
provision of the rules, makes it clear 
that the duty of an enrolled agent to 
obtain the assistance of a lawyer, or 
of an enrolled attorney to obtain the 
assistance of an accountant, is a matter 
of the proper conduct of his practice 
by such enrolled agent or enrolled 
attorney within the scope of his author- 
ized practice. To say that an enrolled 
agent to an enrolled attorney who failed 
fully to observe this duty was engaging 
in unauthorized practice before the 
Treasury Department would make as 
much sense as to say that an enrolled 
agent or an enrolled attorney who was 
guilty of using “intemperate and abusive 


(Continued on page 231) 
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Employee’s stock option not always pre- 


served when employer is taken over 


— FAVORED TREATMENT of a re- 
stricted stock option may be easily 
lost if the option is assumed by another 
corporation which acquires the business 
of the original optionor. IRC Section 
421(g) takes cognizance of this problem 
and on its face preserves the employee's 
rights. Unfortunately, however, there 
is a catch: 

The statute provides that ‘an option 
assumed by an acquiring corporation, 
or issued by such corporation in lieu of 
an option issued by the acquired cor- 
poration, will not be regarded as a new 
option (with the consequent new valua- 
tion and holding-period requirements) 
if the employee gets no additional bene- 
fits and if the fair market value of the 
new shares immediately after the sub- 
stitution or assumption does not exceed 
the fair market value of the shares sub- 
ject to the original option immediately 
before the substitution or assumption. 

The Senate Finance Committee Re- 
port indicates broadly that the purpose 
of this provision was “to preserve the 
rights of the employee under his old 
option. . . .” The only trouble is that 
the way the statute is drawn, this is 
impossible whenever the market judg- 
ment is that the new shares are worth 
somewhat more than the old. As might 
be expected, the proposed Regulations 
closely follow the statutory language. 
Hence, no administrative relief from 
this apparently unintentionally harsh 
provision may be expected. 

It would seem that no harm would 
be done to the basic philosophy of the 
statute if this extra valuation require- 
ment were deleted. Beneficiaries of re- 
strictive stock options, though usually 
in high management posts, are almost 
invariably small minority shareholders. 
As such, they are hardly in a position to 
manipulate the provisions of an ex- 
change of stock or a sale of assets in a 


manner which could be designed pri- 
marily to enhance the value of their 
options. The terms of a sale or exchange 
will be dictated by far more important 
considerations. The tail does not wag 
the dog, as the statute would seem to 
indicate. * 


Tax effect of switch 
to self-funded plans 


THE ADVANTAGES of self-funded over 
insured tax-exempt employee pension 
plans have become increasingly appar- 
ent. They are generally more flexible 
and frequently less costly. Moreover, 
insured plans all too often provide 
greater death benefits than the em- 
ployer really believes necessary. This 
growing realization of the advantages of 
self-funded plans has caused many em- 
ployers to convert existing plans from 
insurance to self-funding. In consum- 
mating this change two important prob- 
lems are encountered: 

1. How should the cash values under 
the old insurance contracts, to the ex- 
tent vested in employees, be handled? 

2. How should the death benefits 
after the change be integrated with 
those existing immediately prior thereto? 

Under most self-funded plans death 
benefits, if any, are handled through 
group insurance, which frequently pro- 
vides less coverage for new members 
than they had under individual retire- 
ment income contracts, and reduction 
of existing benefits is generally regarded 
as undesirable. Probably the best way 
to handle these problems is to provide 
that upon termination of employment 
on death or for any reason other than 
retirement, the employee shall receive 
a payment based on the cash value of 
his individual contract at the date of 
the plan change. If the payment is oc- 
casioned by death, and is less than the 


new death benefit under the plan, the 
balance is made up out of the group 
policy. 

The tax consequences are that the 
excess over $5,000 of the cash value 
payable from the trust on death is tax- 
able as a long-term capital gain, if the 
plan is non-contributory. If made under 
such a plan to a beneficiary other than 
the employee’s estate, however, it is 
not subject to estate tax (IRC Section 
2039(c)). Any payment from the group 
insurance policy is, of course, subject to 
estate tax because such policy is out- 
side the plan. % 





New decisions 


IRS won't follow Kintner; won't treat 
doctors’ association as corporate em- 
ployer for pension plan. In the Kintner 
case (216 F.2d 418), the Ninth Circuit 
held that a group of doctors who had 
formed an association could establish a 
pension plan for the doctor-members as 
corporate employees. The Commissioner 
will not follow that decision; he will 
treat the association as a partnership for 
all purposes. The doctor-members will 
therefore be considered employers and 
not employees. Rev. Rul. 56-23. 


Accrued first contribution to trust not 
barred though instrument not signed. 
Taxpayer made its first contribution to 
its pension plan prior to the execution 
of the formal trust document. For that 
reason the district court granted a sum- 
mary judgment dismissing taxpayer’s 
claim for refund. This court reverses the 
judgment and remands the case. It is 
clear that a valid trust had been created 
at the time the payment was made, 
though formal signing came later. How- 
ever, the court finds that the payment 
was only conditional, because stock- 
holder approval was still required. This 
would defeat the taxpayer unless it is 
entitled to rely on the Commissioner’s 
ruling that the plan was valid. The case 
is remanded for determination of that 
issue. Dejay Stores, Inc., CA-2, 
1/23/56. 


Can't deduct premiums on insurance 
which will reduce future pension costs. 
That part of an employer’s contribu- 
tions to a pension plan attributable to 
the purchase of life insurance benefits 
which, when they become payable, will 








be 
qu 
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be applied to the reduction of subse- 
quent employer contributions to the 
plan, are not deductible. These contri- 
butions may, however, be deducted in 
a later year when the proceeds are so 
P.S. No. 6 (7/29/44), which 
reached a contrary conclusion, is re- 
voked. However, this ruling will not 
be applied retroactively. Rev. Rul. 55- 
748. 


used. 


Computation of cost of current life 
insurance taxable to beneficiary of em- 
ployees’ trust. An employee must in- 
clude in his income the cost of current 
life-insurance protection paid by his 
employer though it is part of a qualli- 
fied pension plan. The IRS outlines the 
bases for computing the cost of the 
current life-insurance protection pro- 
vided by a life or endowment contract 
held by a qualified employees’ trust. 
Rev. Rul. 55-747. 


Corporation may deduct payments to 
retiring employees for its stock. 
[Acquiescence.] In 1933, 1938, and 
1941, taxpayer sold some of its Treasury 
stock at book value to three employees 
for their notes. It was understood that 
the only payments required on the pur- 
chase notes would be dividends. The 
corporation had the right to buy them 
back at book value at death or termina- 
tion of services. In 1941 and 1950 it 
did buy them back at termination and 
claimed the excess of the purchase price 
(book value) over collections (divi- 
dends applied) in prior years. The Tax 
Court agreed; the whole plan was 
to compensate the employees—the em- 
ployees were not required to make pay- 
ments, and the benefits were limited to 
the period of employment. Although the 
Commissioner taxed this as compensa- 
tion to one of the three, he here con- 
tended that the payments were simply 
cost of stock. National Clothing Co. of 
Rochester, Inc., 23 TC 944, acq. IRB 
1956-5. 

Employer's voluntary sick payments 
not exempt health insurance (old law). 
Taxpayer, an employee of Standard Oil, 
while sick in 1949 received pay under 
the company’s disability-benefits plan. 
The court holds that these payments 
did not qualify as tax-exempt health 
insurance under the 1939 Code. The 
company’s plan was voluntary; it con- 
ferred no contractual rights on the em- 
ployees. The employer took the risk 
of sickness, it was not spread contractu- 


ally over the employees; thus there 
was no risk distribution, the essence of 
insurance. This, the court said, distin- 
guished it from the facts in the Epmeier 
case (199 F.2d 508). [The 1954 Code 
exempts this type of payment up to 
$100 per week. Ed.] Branham, DC Ky., 
12/14/55. 


Back salary for unpaid officer not 107 
pay; no “statutory” cause. Taxpayer had 
been employed by a corporation as an 
officer for the ten years from 1937, 
when the corporation was formed, 
through 1947. The corporation was un- 
able to pay him salaries currently, but 
it was agreed that he would receive 
an appropriate salary when the company 
was in a financial position to pay it. In 
1949 he received $32,000 for services 
rendered in the four years from 1941 
through 1944, which he reported as 
Section 107 compensation. The court 
holds Section 107(a) inapplicable be- 
cause the $32,000 was the first install- 
ment of $92,000 salary for the entire 
period authorized in 1948 and he re- 
ceived less than 80% in the taxable 
year. Furthermore, the payment did not 
qualify as back pay under Section 107 
(d); the failure of the corporation to 
make payment currently was due not 
to an event specified in Section 107 (d) 
(2) but because the company chose to 
apply its funds otherwise. Ward, 25 TC 
No. 93. 


Computation when one year has 107 
income from two later years. The Court 
noted that this problem was never be- 
fore raised. Taxpayer, a lawyer, applied 
107 in 1944 which allocated income 
over 1941 to 1944. Now at issue is his 
allocation of 1948 income under Section 
107 to 1942 to 1948. Both agreed that 
the 1948 allocation should add income 
from 1948 to income for 1942 to 1944, 
as determined when 1944 income was 
spread. However, the taxpayer claimed 
that the entire 1944 tax previously paid 
should be allowed as a credit. The Tax 
Court refused to allow the 1944 tax 
on income allocated to 1941. This court 
affirms. Mahler, CA-2, 1/3/56. 


Income from incompetent’s business is 
self-employment prior to adjudication. 
Taxpayer-husband was confined to a 
mental institution prior to being ad- 
judged an incompetent. Income from 
the husband’s business during this pe- 
riod, managed by his wife in his be- 
half, is self-employment income. At ad- 
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judication the husband will become a 
beneficiary of an estate consisting of 
the property previously owned legally; 
income derived from the business then 
will not be self-employment income. 


Rev. Rul. 56-22. 


Trustee not an employee can't get 
“back pay.” A trustee received fees cov- 
ering earlier years. He reported the fees 
as “back pay” under Section 107(d) of 
the 1939 Code. The court, denying this 
treatment, holds that the back-pay pro- 
visions apply only to employees, and a 
trustee is not an employee. Scofield 
Estate, 25 TC No. 90. 


Hotel manager and wife receive board 
and lodging tax-free. Taxpayer was 
president and general manager of a 
hotel. The court finds that he was re- 
quired to live in the hotel. Therefore, 
the meals and lodging were received for 
the convenience of his employer and are 
not taxable. The value of the meals and 
lodging furnished to the taxpayer’s wife 
are also held to be exempt. Moulder, 
DC Mo., 10/13/55. 


Board and lodging furnished for con- 
venience of partnership not taxable to 
partner (old law). Taxpayer, manager 
and part owner of a hotel, was required 
to live in the hotel. He, his wife, and 
his daughter received their board and 
lodging at no cost. The court holds that 
the Commissioner erred in including 
their value in the taxpayer’s income. 
The lodging and meals furnished to the 
taxpayer and his family were for the 
convenience of the partnership. [Section 
119 of the 1954 Code exempts board 
and lodging furnished an employee for 
the convenience of his employer. It 
does not deal with partners, however, 
nor does it mention services furnished 
the employee’s family. Ed.] Briggs, DC 
Colo., 12/30/55. 
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Short-term trusts can 


to lower tax liability 


‘\HANGES IN THE Cope with respect 

A to short-term trusts opens some new 
avenues for trust planning and income- 
tax saving. Essentially, these trusts fall 
into two basic classes, the two-year 
charitable trust and the ten-year re- 
versionary trust. 


Ten-year reversionary trust 

No federal tax case decided during 
the last fifteen years has come in for 
more discussion than Clifford v. Com- 
missioner. From it arose the so-called 
Clifford line of cases; the “Clifford Doc- 
trine”; new Treasury pronouncements; 
taxpayer contentions of an overstepping 
of bounds by the Commissioner; and a 
very much confused state of affairs in 
general. 

The Clifford case entailed the trans- 
fer of property by the grantor in trust 
for his wife for a five-year period, after 
which time the corpus was to return to 
him. This was a short-term trust, and 
in the days before split-income tax re- 
turns was established with a view to 
saving income taxes. But the rejection 
of the scheme by the Supreme Court 
of the United States was based upon 
more than that. In stressing the close 
family relationship, it took especial cog- 
nizance of the control over the trust 
which was exercisable by the grantor. 

After the Clifford decision, the idea 
of creating a short trust to achieve in- 
come-tax savings was all but abandoned. 
And then came the new provisions of 
the 1954 Internal Revenue Code. 

Under Subpart E of Subchapter J, 
which includes Sections 671 through 
678 of the Code, it is now possible for 
a taxpayer to transfer a_ substantial 


now be used 


by SAMUEL J. FOOSANER 


amount of income-producing property 
in trust for another, for a minimum 
period of ten years. During the ten- 
year period the grantor will not be re- 
quired to pay any taxes on the income 
produced. At the expiration of the ten- 
year period, the entire corpus can revert 
to the grantor. 

Through the ten-year trust a tax- 
payer can shift income from high sur- 
tax brackets to much lower rates. He 
can save 30, 40, 50 cents on a dollar, 
depending upon his tax bracket. The 
trust, as a separate taxable entity, can 
take advantage of a $300 annual ex- 
emption where the fiduciary is required 
to distribute the income currently. In- 
come thus distributed to the beneficiary 
will usually be reported in a much 
lower bracket. Moreover, by carefully 
observing the requirements of Sections 
151(e) and 152(a) concerning per- 
sonal exemptions, the grantor can still 
avail himself of the $600 dependency 
exemptions. 


Caution on recapture 


The grantor can do all of the above 
and still recapture the property trans- 
ferred in trust at the end of the ten- 
year term. But at this point a word of 
caution to the taxpayers is needed. 
Very serious consideration should be 
given to appointing a qualified fiduci- 
ary institution as trustee, or at least 
co-trustee, because of the way the new 
law reads. If the trustee or trustees are 
subservient to the grantor, the whole 
proposed income-tax-saving trust may 
fail. If the trustee is a “non-adverse” 
party, or a “related or subordinate 
party,” the attempt of thé grantor to 


shift the income may be challenged. 
Under Section 672(c) it is specifically 
stated: 

“For purposes of this subpart, the 
term “related or subordinated party” 
means any non-adverse party who is— 

“1. The grantor’s spouse if living with 
the grantor; 

“2. Any one of the following: The 
grantor’s father, mother, issue, brother 
or sister; an employee of the grantor; a 
corporation or any employee of a cor- 
poration in which the stock holdings 
of the grantor and the trust are signifi- 
cant from the viewpoint of voting con- 
trol; a subordinate employee of a cor- 
poration in which the grantor is an 
executive. 

“For purposes of Sections 674 and 
675, a related or subordinate party shall 
be presumed to be subservient to the 
grantor in respect of the exercise or 
non-exercise of the powers conferred 
on him unless such part is shown not 
to be subservient by a preponderance 
of the evidence.” 

Use of a corporate fiduciary is also 
important from the estate-tax stand- 
point. Where an inter vivos trust is 
created as part of a gift program, the 
donor is usually interested in seeing 
that the trust is not included in his 
taxable estate. In such cases, discre- 
tionary powers over income or prin- 
cipal may subject the trust to estate 
tax if they are exercisable by the grantor 
or related persons, even though such 
persons are acting in their capacity as 
trustee. This danger does not exist in 
the case of a corporate fiduciary. 


Two-year charitable trust 

The high-bracket income taxpayer 
has been granted another excellent op- 
portunity under the new law. He can 
now provide for certain of his charities 
with a low-cost dollar. Under Section 
673 he can create a trust directing that 
the income arising therefrom be paid 
to a church, or association of churches, 
an educational organization, or a hos- 
pital, as referred to in other sections of 
the new Code, and enjoy an exemption 
from taxation with respect to such in- 
come. 

Moreover, if the grantor does not 


[Mr. Foosaner, tax attorney with Foos- 
aner, Saiber, and Schlesinger, Newark, 
New Jersey, included these comments 
in a speech delivered at the Trust and 
Banking Conference of the New Jersey 
Bankers Association last year.] 














have a reversionary interest in the trust 
corpus worth more than 5%, he will 
be allowed an extra deduction upon 
creation of such a trust. This deduction 
will be equal in value to the present 
value of the interest income passing to 
charity. Many grantors will find that 
this feature can give substantial in- 
come-tax benefits when they create 
trusts as part of a gift program. 


Limitations seen on Sec. 303 
stock redemptions to pay 
death taxes 


MANY ESTATE PLANNERS have consid- 
ered Section 303 of the 1954 Code (the 
old 115(g)(3)) as a panacea for the 
estate—and_ inheritance—tax difficulties 
frequently encountered by their clients 
who are largely invested in one or more 
closely-held family enterprises. But 
Thomas A. Moore reports this Section 
303 solution is not so simple nor so sure 
as it may seem. Mr. Moore suggests that 
to buttress the weakness of 303, some 
estate planners are recommending that 
the corporation purchase life insurance 
on the stockholder’s life to cover the 
cash requirements for the purchase of 
stock from the stockholder’s estate un- 
der the provisions of Section 303. 

Mr. Moore, who made these observa- 
tions at a meeting of the Life Insurance 
Leaders Round Table at Milwaukee re- 
cently, is a vice president of the Marine 
National Exchange Bank there. He ex- 
plained the situation this way: 

“Section 303 is a relief section of the 
Revenue Act and in order to use it for 
tax purposes, three requirements must 
be met: 

“1. The redemption of the stock must 
be accomplished within a limited time. 

“2. The amount of the redemption 
that will be recognized must not ex- 
ceed the estate, inheritance, legacy, and 
succession taxes (including any inter- 
est collected as a part of such taxes) and 
certain fees and expenses imposed be- 
cause of such decedent’s death. 

“3. That the value of the stock held 
by the decedent in such corporations 
for estate-tax purposes comprises more 
than the required percent of the value 
of the gross estate of such decedent. 

“Remembering that Section 303 is a 
section of the tax law and in no way 
modifies the corporation laws of the 
various states and the rights of stock- 
holders or the duties of directors, here 
are a few of the questions which should 
be considered: 


“If a testator is to plan his estate 
upon the assumption that the corpora- 
tion in which he has a large percentage 
of his funds invested is to redeem that 
stock, or a part of it, so that his estate 
will have the necessary funds to meet 
its budget, must he not attempt to as- 
sure himself of the intended result? 


Use buy-and-sell agreement 


“It would seem that for several rea- 
sons this would require a firm, legally 
enforceable buy-and-sell agreement be- 
tween the company and the testator. 
Otherwise, the directors of the com- 
pany might be called upon to purchase 
the stock and in the exercise of their 
duty as directors, might be compelled 
to refuse for the simple reason that the 
diversion of sufficient funds would 
jeopardize the company’s working-cap- 
ital position. Also, the executors of the 
estate, unless specifically authorized not 
to do so, might be compelled to seek 
the best market obtainable, and, under 
certain circumstances, either be com- 
pelled to sell to outside interests ad- 
verse to the continuing management of 
the company or force the company into 
paying a price higher than they had 
anticipated, with the effect that such 
a sale might have upon the ultimate 
determination of the federal estate tax. 

“The enforceable buy-and-sell agree- 
ment raises some other interesting ques- 
tions: 

“1. Would such an agreement require 
stockholders’ approval? 

2. “Could the agreement be made 
for the redemption of an undetermined 
amount of the stock to take full ad- 
vantage of Section 303, since at the 
time of the agreement the value of the 
stock would not be known nor would 
it be possible to calculate the amount 
of the death duties and expenses in 
advance? 

“3. Assuming that a contract could 
be entered into that would bind the 
company to purchase stock up to a cer- 
tain dollar limit, which might or might 
not be sufficient for all purposes, could 
a company facing possible Section 531 
(old Section 102) difficulties properly 
reserve against the indefinite liability 
which would become effective at an 
indefinite future date? 

“4. In attempting to estimate how 
much of the stock would have to be 
redeemed, we are faced by another 
rarely considered difficulty: If the cal- 
culation should be made to meet the 
federal estate tax upon the assumption 
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that the full marital deduction would 
be taken, what would happen if the 
wife should predecease her husband 
and the tax saving due to the marital 
deduction should be lost? A firm con- 
tract obligating the company to buy 
and the testator’s estate to sell enough 
stock to cover the maximum tax could 
lead to an enforced sale of more of the 
stock than would qualify for the relief 
afforded by Section 303, whereas a 
firm contract sufficient to meet the esti- 
mated minimum tax might be totally 
insufficient but, at the same time, might 
force the estate to break up the holding 
by a sale to the company and leave the 
estate without an adequate market for 
the remaining shares, 

“From such queries as these, we 
seem to be forced to the conclusion 
that Section 303 is not the complete 
and perfect answer, and, if used, should 
be carefully studied and carefully im- 
plemented, with a full realization of its 
probable imperfections. 

“It would seem evident that the di- 
rectors of the company should protect 
the company’s position by adequate 
reserves to meet its contract to redeem, 
and if there is any question that the 
company might not have ample funds 
to do so at the unpredictable date, 
which might be either in the immediate 
or distant future, it should consider 
life insurance upon the stockholder’s 
life. 

“At the same time, the stockholder 
most certainly should assure himself 
that the contract price, or the price to 
be fixed by formula, is sufficient to 
control the value of the stock for fed- 
eral estate-tax purposes and for inheri- 
tance-tax purposes. 


Company policy would help 


“In some cases there may be an 
alternative method of approaching the 
Section 303 question. Assuming that 
stockholder approval is obtained, or in 
a given instance is not required, it might 
be possible for the directors of the sub- 
ject company to adopt a resolution de- 
claring that to the extent it might be 
feasible, it would be the policy of the 
company to redeem stock of a decedent 
stockholder to assist the stockholder’s 
estate in meeting taxes and expenses. 
It would be presumed that the company 
at that time would feel that it was pos- 
sible to divert funds for such a purpose 
and that this would be done by creating 
reserves to the extent possible on a 
progressive basis, either by increasing 
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cash and investments or by the purchase 
of life insurance. This, of course, would 
not give the stockholder the absolute 
assurance, but it would leave the trans- 
action in a more flexible position if some 
method could be devised to arrive at 
a preferential sale to the company at 
a predetermined price or upon a pre- 
determined formula.” ¥ 


Executor’s choice of fiscal year 
may increase tax liability 


The INTERNAL REVENUE Cope permits 
an executor to select either a fiscal or 
a calendar year for income-tax pur- 
poses, says Brent M. Abel in 35 The 
Trust Bulletin No. 3. It is perhaps not 
unfair to say that the choice is some- 
times made by corporate fiduciaries for 
reasons of their own administrative con- 
venience. But it is also true that the 
fiduciary who reports income of all 
trusts and estates on a calendar year 
basis may in some cases be doing a 
disservice to beneficiaries. The choice 
can be an important one. It should be 
made only after consideration of the 
income-tax impact on each trust or 
estate and its beneficiaries. 

The executor must obviously make 
the decision prior to the time when the 
return for the elected period is due. 
Since the fiscal year, if elected, will end 
on the last day of the calendar month 
next preceding the anniversary of the 
decedent’s death, this means that the 
election must be made before April 
15th of the year following death. 

A simple illustration will serve to in- 
dicate the substantial income-tax dif- 
ferences that may hinge on the choice 
between a fiscal and calendar year: 

The estate of an unmarried decedent 
consists principally of stock producing a 
single annual dividend of $20,000 pay- 
able in December. The decedent dies 
October 31, 1955. Administration ex- 
penses payable during the period 
January 1, 1956 to September 30, 1956 
are $10,000. 

By electing a fiscal year, these ex- 
penses may be claimed as deductions 
against the December 1955 dividend. 
At first glance, a fiscal year is prefer- 
able. 

But it will not do to stop the inquiry 
there. Suppose, for example, that the 
above estate is left to an unmarried 
niece who has annual income of $50,000 
apart from the estate and is herself on 
a calendar year basis. The entire estate 


April 1956 


is to be distributed to her in November 
1956. If the estate has elected a fiscal 
year, the administration expenses will 
be deductible by the estate on its re- 
turn in its $20,000 bracket and will not 
be available to the niece in her higher 
bracket. On the other hand, if a cal- 
endar year were elected by the executor, 
the 1955 dividend would be taxed to 
the estate, and, under the new provi- 
sions of Section 642(h) of the 1954 
Code, the administration expenses may 
be deducted on the niece’s 1956 indi- 
vidual return to the extent that they 
exceed the gross income of the estate 
for the year 1956. Hence, the first im- 
pression that a fiscal year return should 
be elected was erroneous. 





This illustration serves to point up 
the impossibility of stating any general 
conclusion as to whether fiscal year or 
calendar year returns should be filed by 
the fiduciary. Infinite possible combi- 
nations of factual circumstances bear 
on the subject. 

The proper choice of a tax year must 
also be made by a testamentary trustee. 
The trustee may make a different elec- 
tion from the executor’s. The election 
made for the estate will not necessarily 
be the most desirable one for the trust 
to which the estate is distributed. A re- 
examination of the entire problem is 
desirable at the time of distribution to 
the trustee in order that the trustee may 
seasonably make its own election. 


Tax benefit from insurance transfer: when 


are you free from reversionary interest? 


[ TNDER THE 1954 Cope the proceeds 

of insurance will be taxed in the 
estate of the insured only to the extent 
of the amount receivable by the execu- 
tor or to the extent that the decedent 
possessed any incident of ownership 
over the policy. Leaving aside any cloud 
of contemplation of death, there are 
numerous considerations to be given to 
any plan involving the transfer of life 
insurance. Most of the considerations 
are similar, whether the transfers are 
made outright or to a trust. 


Deciding on revocability 


However, let us consider the prob- 
lems involved in an insurance trust. 
First, if the tax savings are to be 
accomplished, the transfer must, of 
course, be irrevocable, and I am sure 
that most of us shudder at the very 
mention of that word. One of the pri- 
mary questions that has been asked 
deals with the matter of future congres- 
sional intent. Many predictions have 
been made that Congress will change 
the present estate-tax law with respect 
to insurance and reinstate in some form 
the payment-of-premiums test for tax- 
ability. Should this change come about 
and should it be retroactive, then any 
irrevocable transfer of insurance—if 
made solely to avoid estate taxes—may 
not accomplish this purpose. 


by ROBERT C. HARRIS 


The next question that immediately 
arises is whether a trust to which poli- 
cies are transferred may contain a pro- 
vision which would permit a revoca- 
tion only in the event of an adverse 
change in the estate-tax law. I do not 
know the answer to this question, nor 
do I know of any authority which may 
suggest an answer. My offhand opinion 
is that it would not be safe to have such 
a provision in the trust without specific 
authority permitting it, as even this 
limited right of termination may be an 
incident of ownership; perhaps the 
power to terminate should be granted 
to one other than the grantor-insured, 
but be sure to make an analysis of the 
gift-tax consequences if the power is 
exercised, as it would result in a revest- 
ing in the grantor of whatever he orig- 
inally transferred. 

Assuming, however, that there are 
other than estate-tax reasons for the 
trust and for the transfer of the policies 
(and, as you well know, there are in- 
come-tax and other estate-tax savings 
to be made by an irrevocable trust that 
have no relation to the specific insurance 
provisions), a further question has been 
asked as to whether the power in the 
trustee to lend money to or buy assets 
from the estate of the decedent may 
constitute what is, in effect, insurance 
receivable by the executor. Technically, 
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if the trustee does lend to or buy from 
the executor and in using solely insur- 
ance proceeds, then those proceeds are 
receivable by the executor. On the other 
hand, I doubt that Congress intended 
this result. Again, I must confess igno- 
rance of the answer and lack of knowl- 
edge of any specific authority. It may 
occur to you that this question is not 
one which is created directly by the 
new revenue act inasmuch as insurance 
receivable by the executor has always 
been one test of taxability. The ques- 
tion, however, is raised indirectly by the 
new Code in that prior thereto, most 
insurance trusts were admittedly taxable 
and therefore this phase of the question 
may never have arisen. Then only com- 
parable authority that might be worth 
following would be the new income-tax 
Code sections encompassing the old 
Clifford trust powers. Under those, if 
a grantor is to be free from the income- 
tax liability of an irrevocable trust he 
may reserve only certain limited and 
specific powers to lend to or deal with 
himself; and, of course, all transactions 
must be for a fair or arm’s length con- 
sideration. If it is essential, therefore, 
that the insurance proceeds be used for 
liquidity in the estate and the power to 
lend to or buy from the executor must 
be given to the trustee, it would seem 
a wise precaution to specifically state 
the terms of any loan or how the fair 
market value of any assets to be pur- 
chased shall be determined. Unless the 
executor and the trustee are the same, 
it will be the exercise of the power—not 
its mere existence—that may cause diffi- 
culty. 


What constitutes reversionary interest? 

A 5% reversionary interest in insur- 
ance policies will be considered as an 
incident of ownership under the new 
law. There is at present a great verbal 
battle raging among the experts as to 
what constitutes such a reversionary in- 
terest. Some feel that if a husband trans- 
fers policies to his wife he still may 
have a reversionary interest because 
of the possibility that she may prede- 
cease him and either leave the policies 
to him or in some other manner dispose 
of them so that there is a possibility 
of an interest returning to him. While 


[Robert C. Harris is a partner in Heller 
Ehrman, White & McAuliffe, San 
Francisco law firm. This article is drawn 
from a paper written by him for the 
29th Regional Trust Conference.] 


1 do not agree with this conclusion, in 
that I think a reversionary interest must 
mean something retained by the trans- 
feror, there is considerable and very re- 
spectable authority which takes that 
side of the agrument. Here again there 
is an advantage to a trust in that the 
provisions of the trust instrument can 
specifically avoid any possibility that 
the grantor-insured will get the policies 
back; and at the same time, if he prede- 
ceases his wife the trust instrument can 
give her (if it is so desired) what would 
amount to complete ownership of the 
proceeds. 

Finally, there is the question of what 
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constitutes an _ irrevocable _ transfer. 
Again, I shudder to think of how much 
small print the insured’s adviser must 
read in order to tell him that he has 
completely transferred all the rights in 
the policies. Certainly, the adviser must 
read more than the mere endorsement 
on the policies which makes the transfer, 
for there are many insurance contracts 
which reserve rights to the insured even 
though he is not even the purchaser of 
the contract; and, certainly, there are 
many policies which contain certain 
rights or privileges in the insured when 
he has paid some or all of the premiums, 
even though he is not the owner. we 


Buy-sell agreement effective at death or 


before fixes estate-tax valuation 


QO“ OF THE MOsT important planning 
and tax problems of small and 
medium-sized businesses is to provide 
for smooth transition in case of the 
death of owners and operators. A firm 
buy-sell agreement fixing the price at 
which the stock or partnership interest 
must be sold either during life or upon 
death will fix the estate-tax value. The 
planners can thus be sure of the size 
of the estate tax and can arrange for 
other available funds to 
meet the tax, or provide for gifts or 
other methods of reducing the estate. 

Note, therefore, the Commissioner’s 
acquiescence in the Weil case (4 JTAX 
111), in which the Tax Court found that 
the decedent was bound not to sell his 
interest during his life. We quote here 
from Judge Arundell’s opinion: 


insurance or 


Partnership and other agreements 


“Decedent was the senior member of 
a partnership conducting a_ general 
merchandising and farm supply busi- 
ness dating back to 1865. From 
the year 1910, the date of the earliest 
partnership agreement known to have 
been in writing, there appears a consist- 
ent policy of fixing contractually the 
amount to be paid the estate of a de- 
ceased partner by the surviving mem- 
bers of the firm for the interest of that 
deceased partner. 

“The partnership agreement in effect 
at decedent’s death on February 11, 
1948, was executed July 29, 1943. 
Under its provisions and the provisions 


of the purchase agreement, the surviv- 
ing partners paid to decedent’s estate 
an amount based on the book value of 
his share of the assets of the partner- 
ship. The parties are agreed that the 
fair market value of the partnership 
assets was substantially in excess of the 
book value. 

“About 19 months before his death, 
decedent and his partners entered into 
a further agreement which provided, 
among other things, that decedent 
would not dispose of his partnership 
interest without the consent of the 
other members. . . . 

“It now seems well established that 
the value of property may be limited 
of estate tax purposes by an enforce- 
able agreement which fixes the price to 
be paid therefor, and where the seller 
if he desires to sell during his lifetime 
can receive only the price fixed by the 
contract and at his death his estate 
can receive only the price theretofore 
agreed on. . 

“On the other hand, it has been held 
where the agreement made by the 
decedent and the prospective pur- 
chaser of his property fixed the price to 
be received therefor by his estate at 
the time of his death, but carried no 
restriction on the decedent’s right to 
dispose of his property at the best price 
he could get during his lifetime, the 
property owned by decedent at the 
time of his death would be included 
as a part of his estate at its then fair 
market value. . 
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“If the only agreements with which 
we were concerned were the partner- 
ship and purchase agreements which 
provided the manner and the price to 
be paid by the surviving partners for 
a deceased partner’s interest at the time 
of his death and which agreements con- 
tained no restriction on the right of a 
partner to dispose of his interest in the 
partnership during his lifetime, it may 
well be that decedent’s interest in this 
partnership would be includible in his 
estate at its full fair market value. But 
in this case we have a further contract, 
the so-called insurance contract, which 
must be read as supplemental to and in 
connection with the partnership and 
purchase agreements fixing the price to 
be paid to decedent’s estate by the 
surviving partners. Under the partner- 
ship and purchase agreements, payment 
could be made therefor at the price 
fixed in unsecured notes extending over 
a period of 10 years. In the insurance 
agreement, it was provided that the 
net proceeds of the insurance on dece- 
dent’s life collected by the other part- 
ners who were the owners of the policies 
were to be paid by them to the estate 
of the decedent and credited on the 
price to be paid by the surviving 
partners for the decedent’s interest in 
the business. We thus have agreeiments 
whereby the surviving partners agreed 
to pay decedent’s estate in a “medium” 
different from that provided for in the 
partnership and purchase agreements 
(viz., partly in cash) as well as at an 
earlier date than required by the part- 
nership and purchase agreements. We 
think that this promise to pay partly 
in cash instead of all in notes and at 
an earlier time constitutes a good and 
valuable consideration passing from the 
surviving partners to the decedent and 
was sufficient to support his promise 
not to sell during his lifetime his interest 
in the partnership. 

“The [previous cases], we think, are 
a sufficient 
contention that the insurance agree- 
ment was not based on a good and 
valid consideration sufficient to support 
decedent’s 
interest in the partnership during his 
lifetime. We are satisfied that the re- 
striction not to sell, when coupled with 
the agreement to buy decedent’s inter- 
est set out in the partnership and pur- 
chase contracts, had the effect of 
limiting completely the value of dece- 
dent’s interest in the partnership.” 

While the taxpayer finally won, and 


answer to respondent’s 


promise not to sell his 
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the Commissioner now concedes it, a 
review and integration of the various 


agreements among the partners might 
have saved a lot of litigation! ¥r 


Hints on filing the estate-tax return 


for accountant, lawyer, administrator 


EE R. SPENCE gave us some practical 
“hints on filing estate-tax returns in 
a recent speech at the Mississippi Estate 
Planning Conference. We picked up the 
following brief notes. Mr. Spence, who 
is Trust Officer with the Deposit 
Guaranty Bank and Trust Co., Jackson, 
Mississippi, speaks with the authority 
also of many years of service with the 
IRS. Here’s what he said: 

Many people are familiar with per- 
sonal income tax forms, partnership 
forms, and even corporation returns, 
but very few people have ever seen an 
estate-tax return. The very bulk of an 
estate-tax return will usually astound 
the average person. It is a big job to 
prepare Form 706, and it requires the 
teamwork of the executor or administra- 
tor and his attorney and accountant. 
When an accountant prepares the re- 
turn, he should be alert for lurking 
legal problems. For instance, defects 
in titles to real estate, the validity of 
provisions of wills, legal sufficiency of 
debts due decedents at the time of 
death, such as an account receivable by 
decedent due at the time of his death 
but subsequent to death found uncol- 
lectible. Such legal problems will defi- 
nitely affect the estate tax liability. 


Practical reasons for questions 

There are a number of questions on 
the returns which were developed out 
of the long and wide experience of In- 
ternal Revenue, and answering these 
questions saves the examining agent a 
lot of time and work. It is also important 
to show the description of 
property on the return. There have 
been many returns filed showing 200 
or 300 acres of land and not even 
mentioning the county in which the 
property is situated. It is much easier 
for the one preparing the return to 
show the correct description of property 
than it is for the examining agent to 
search out this information, and any 
way, it is the practitioner’s duty to do 
this. 


proper 


Filing in borderline cases 


Care in determining when a return 


should be filed is a very important 
problem, and the average practitioner 
may have some trouble here. By this 
I do not mean at which time a return 
should be filed within the required time 
of fifteen months. The meaning be- 
hind that statement is this: 

The practitioner decides not to file a 
return because the value of the gross 
estate as determined by him is less than 
the specific exemption of $60,000. In 
those cases involving small estates 
which may be close to the exemption, 
it is suggested that a return be filed if 
there is any possibility that the gross 
estate may exceed the exemption, be- 
cause unless a return is filed the statute 
of limitations never begins to run on 
estate-tax liability. Remember, too, that 
a clear title to real estate may depend 
on whether a return was filed. It is al- 
ways comparatively easy to establish 
values within a short period after death; 
it is frequently a very real problem to 
establish values many years later when 
Internal Revenue decides that a return 
should have been filed. Also, when a re- 
turn is not filed the penalty and interest 
may greatly exceed the amount of estate 
tax liability that might have been due 
on the return if filed on time. In estates 
where the estate tax falls within small 
brackets, the decedent’s heirs are being 
penny-wise-and-pound-foolish by not 
filing a return or by filing a return and 
valuing property below its full market 
value, because the federal estate tax and 
the income tax are integrated to the ex- 
tent that the same basis used in deter- 
mining estate tax liability is the basis 
for determining income tax liability on 
future sale of the property. 

The person preparing the estate tax 
return should carefully list all of the 
liabilities of the decedent’s estate at 
time of his death. Some of the deduc- 
tions most frequently omitted from the 
return are ad valorem taxes and income 
taxes accrued as of date of death. Ad 
valorem taxes can be a large item of de- 
duction where there is a lot of real estate 
owned by decedent at the time of his 
death. The allowance for support of 
decedent’s dependents was eliminated 























as a deductible item from the gross 
estate by Revenue Act of 1950. How- 
ever, the support allowance may be 
claimed under Section 812(e) of the 
Code in cases where value of property 
passing to the spouse is less than one- 
half of the adjusted gross estate. 


Advantage of one-year-later rule 


In connection with valuing proper- 
ties, however, my observation is that 
most practitioners overlook the execu- 
tor’s right to elect to value the property 
comprising the gross estate as of date 
of death or one year subsequent to 
death. This provision is very important 
for the reason that the decedent at the 
time of death, let us say, owned 2,000 
shares of U. S. Steel stock worth at that 


State court determined, in a non-col- 
lusive action, that property was not 
decedent's; it is not part of taxable 
estate. In 1930 decedent created trusts 
retaining the life income. In accordance 
with the trust instrument, stock divi- 
dends were treated as corpus. A Penn- 
sylvania court had upheld this in an 
action among the parties. The Com- 
missioner argued that under the Penn- 
sylvania law against accumulations, the 
stock dividends belonged to decedent 
as the income beneficiary and were in- 
cludible in his estate. This court finds 
the Pennsylvania state court action was 
non-collusive and determinative of the 
tax point. The court also holds that 
the trust was not created in contempla- 
tion of death and was not illegal as 
being in consideration of his divorce. 
Stackpole Estate, DC Pa., 12/8/55. 


State court's “abstract” ruling doesn’t 
foreclose invasion; remainder not 
surely charitable. Decedent, a parish 
priest, left his estate in trust to his 69- 
year-old sister, with the remainder to 
the diocese. The trustee could invade 
the principal for the sister “if in its 
opinion it shall deem wise.” The estate 
contended that under Massachusetts 
law the invasion was limited to main- 
taining the sister in the manner in 
which she lived at the decedent’s death; 
that the income was sufficient for the 
standard; that the possibility of invasion 
was remote; and that an estate-tax de- 
duction for the charitable remainder 


time $150 a share, or a total value of 
$300,000, but one year after his death, 
for some reason the stock declined in 
value to $50 a share, or total market 
value of $100,000. You can readily see 
that with all things being equal from the 
tax savings viewpoint, it would be ad- 
vantageous for the executor to elect to 
value decedent’s property one year after 
-death or under optional valuation date. 
If such election is made, the entire gross 
estate must be valued under optional 
valuation date, except for that property, 
if any, distributed, sold, or otherwise 
disposed of between date of death and 
optional valuation date. Then the prop- 
erty so distributed, sold, or disposed of, 
must be valued as of date of such dis- 


“ 


tribution, sale, etc. wy 





ift decisions this month 


should be allowed. The district court 
denied the deduction. The executors 
thereupon petitioned the probate court 
for instructions; the court’s decree was 
in accordance wih the executor’s posi- 
tion. This court upholds the district 
court in denying the deduction. The 
Massachusetts proceeding did not in- 
volve a specific expenditure; its decree 
merely restated a general rule which 
might be modified if the sister became 
infirm. Powers Estate, CA-1, 1/3/55. 


Probate court's allocation of taxes bind- 
ing in fixing marital deduction. Dece- 
dent died intestate. In an adversary pro- 
ceeding, the Probate Court in South 
Carolina held that the widow was en- 
titled to one-third of the estate free of 
estate taxes. The Commissioner argued 
that the widow’s share was chargeable 
with her share of the taxes and the mari- 
tal deduction should be reduced accord- 
ingly. This court holds the South Caro- 
lina decision binding; the marital deduc- 
tion cannot be decreased. Even though 
South Carolina has no apportionment 
statute, the Probate Court under its gen- 
eral power could allocate the taxes. 
Furthermore, its decision, even if in- 
correct, determines the actual distribu- 
tion of the estate’s property. Hamrick 
Estate, CA-4, 12/30/55. 


Support allowance qualifies for marital 
deduction. An allowance for support of 
a surviving spouse during the period of 
settlement of the decedent’s estate 
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qualifies for the marital deduction to 
the extent that any part of the residuary 
estate passes to such surviving spouse, 
Rev. Rul. 56-26. 


Stock value not fixed by agreement to 
sell after 35 years. This case consoli- 
dated two actions. One involved an 
estate-tax value of a brewing company 
stock on June 23, 1947, and the other 
the stock’s gift-tax value on December 
10, 1946. This stock was subject to a 
1946 agreement that at the end of 35 
years the stock was to be sold to named 
parties at a price fixed by a formula. 
The agreement, covering 50% of the 
corporation’s stock, was made to pre- 
vent control from passing to other in- 
terests. The court distinguished cases 
limiting the estate value to the contract 
sale price under restrictive sales agree- 
ments. The taxpayers here had the 
right to retain their stock for 35 years 
and that right had value. The agreement 
to sell then was just one of many factors 
to be considered in determining values. 
The taxpayers reported valuations of 
about $1,300 and $1,500, the Commis- 
sioner contended for $3,500, and the 
court’s finding at both dates was $2,300. 
Goldberg Estate; Krieger; DC Md., 
12/12/55. 


Revocable trust included in estate. De- 
cedent set up a spendthrift trust in 
1929 for her own benefit using a 
nominal settlor. She retained a power to 
appoint, which she relinquished in 1943 
to avoid estate taxes. The court finds 
that the trust was revocable under local 
law and that the relinquishment of the 
power was in contemplation of death. 
On both these grounds, therefore, the 
trust corpus was includible in decedent's 
estate. McIntosh Estate, 25 TC No. 91. 


Split of joint property though “in con- 
templation” not taxable; there was con- 
sideration. Decedent and his wife held 
stock in several corporations as tenants 
by the entirety. Most of the stock had 
been acquired with money belonging 
to both; in 1946, the stock was trans- 
ferred one-half to each spouse outright. 
The husband died in 1947. The Com- 
missioner claimed that the wife’s prop- 
erty transferred in 1946 from the 
tenancy by the entirety was taxable 
in the husband’s estate as a transfer 
in contemplation of death. The executor 
did not meet the burden of proving it 
was not, but the court held it was not 
taxable because it was supported by- 
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adequate consideration. The wife’s in- 
terest in all the property held under 
the tenancy by the entirety was given 
up for a 100% ownership of one-half. 
The fact that there may have been a 
gift when the original tenancy was 
created is here irrelevant. Goldberg 
Estate, DC Md., 12/12/55. 


Remainder is charitable despite remote 
possibility of invasion for life benefi- 
ciaries. Decedent left a net estate of 
over $300,000. He provided for an- 
nuities to relatives, their medical ex- 
penses, and the expenses of the home 
in which they lived, all to be made from 
principal if income was not sufficient. 
The residue of the estate, after the 
sisters’ death, was left to charity. From 
1944 to 1949, the income exceeded by 
more than $10,000 the payments to 
the beneficiaries, plus administration 
The court holds that the 
estate was entitled to deduct the value 
of the charitable remainder. The pos- 
sibility that the corpus might be invaded 
for the life beneficiaries was too remote. 
Yates Estate, CA-4, 12/14/55. 


expenses. 


Block of bank stock valued for estate 
tax at public market price. A block of 
Fulton Trust Co. stock owned by 
decedent at the date of death was held 
to have a fair market value at the 
optional valuation date not in excess of 
$147 per share, the value reported in 
the estate-tax return. The court con- 
sidered a book value of $270, actual 
sales prices from 143 to 1481/, on dates 
nearest the valuation date, and the fact 
that such sale prices did reflect the 
possibility of a merger of the company. 
There was no proof that the sales were 
of such peculiar and unusual circum- 
stances to bar acceptance of open mar- 
ket sales as the best evidence of value. 
Prentice Estate, TCM 1956-3. 


Transfer in trust within month of death 
not in contemplation of death. Decedent 
made an inter-vivos transfer in trust for 
the benefit of her children less than one 
month prior to her death and at a time 
when she knew death was not far 
away. The court held this was not made 
in contemplation of death. The decedent 
had planned on the transfer a long time 
prior to the date it was effected and 
delayed solely because her children 
advised her to wait. The transfer was, 
however, subject to gift tax, and in com- 
puting it the court disallowed annual 
gift-tax exclusions. The gifts of the pres- 
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ent interests to the children were in- 
capable of valuation since the distri- 
bution of trust corpus could be ac- 
celerated by the children under stated 
conditions. Casey Estate, 25 TC No. 86. 


Widow’s allowance an estate-tax deduc- 
tion (old law). Payments to a widow of 
$1,000 per month for maintenance and 
support during the settlement of her 
husband’s estate were deductible as 
widow’s support allowance under Sec- 
tion 812(b) of the 1939 Code. The 
allowance was granted under Wisconsin 
law pursuant to direction of the county 
court. [The 1950 Act ended the deduc- 
tion for support payments. Ed.] Alex- 
ander Estate, 25 TC No. 73. 


Trust to support children not in hus- 
band’s estate; trust for wife is. Dece- 
dent, pursuant to a separation agree- 
ment, set up a trust the income from 
which was to support his wife and 
minor children. The Code provides for 
the inclusion in the estate of property 
transferred (except for full considera- 
tion) if the decedent retained an inter- 
est in it for a period which does not 
in fact end before his death. Taxpayer 
estate conceded that at decedent’s death 
the trust income was still being paid 
over to his wife in discharge of the 
decedent’s continuing legal obligation 
to support her and the children. Thus 
he still had an interest (in that his 
obligation was being met by the trust). 
The court held that this interest lasted 
for a period which literally did “not in 
fact end before his death.” Turning to 
the question of consideration for the 
creation of the trust, the court held that 
the part of the trust property referable 
to the support of the minor children was 
given in consideration for decedent’s 
release from the obligation. The wife’s 
right to support, on the other hand, 
constituted “marital rights in decedent’s 
property or estate,” the release of which 
is specifically stated by the Code not to 
be consideration in money’s worth. 
That portion of the trust is includible 
in the estate. McKeon Estate, 25 TC 
No. 85. 


Presumption of exercise makes property 
subject to pre-1942 power taxable. De- 
cedent, who died in 1950, had a gen- 
eral power of appointment over a trust 
created by her grandfather. In her will 
she left all of her property to her sons, 
without specific reference to the power 
of appointment. Since the power was 


created prior to October 21, 1942, the 
trust property was includible in the de- 
cedent’s taxable estate only if she exer- 
cised the power. Under Pennsylvania 
law, the general bequest made by the 
decedent is considered an exercise of 
her power; the court holds that because 
of this presumption the corpus of the 
trust is taxable. Sands Estate, DC 
Penna., 12/5/55. 


Mere ledger credits do not constitute 
completed gifts. From 1943 to 1949 
the taxpayer annually credited his 
daughters in his ledger with $3,000 
each. There was no delivery of property 
of any kind until 1950, when the tax- 
payer transferred stock in the amount 
of the accumulated credits. The court 
holds that the gift was made in 1950. 
The ledger credits in prior years were 
not completed gifts. The penalty for 
failure to file returns was also appli- 
cable; the taxpayer did not show that 
he relied in good faith on counsel or 
expert accountants. Woolsey, DC NY. 
9/30/55. 


Gifts to guardian for grandchildren are 
present interests. Taxpayer, an 83-year- 
old North Carolina businessman, trans- 
ferred stock to the guardian of his 
grandchildren. The court holds the 
transfer to the guardian did not in any 
way defer the donees’ use and posses- 
sion of the property. The gifts were of 
present interests and the annual exclu- 
sion allowable. Snyder, DC NC, 
9/29/55. 


Gifts to trustee with broad guardianship 
powers are present interests. Taxpayer 
made gifts in trusts for minor grand- 
children and claimed the annual ex- 
clusion. The trust instrument provided 
that the income and principal were to 
be used for the beneficiaries as if the 
trustee, a North Carolina trust company, 
were holding the property as guardian. 
It stated that the grantor’s intention 
was to make a present gift of the prop- 
erties. The court pointed out that if 
the gift had been made to a guardian, 
the Commissioner would concede that 
it was a present interest. It holds that 
the trust was so closely akin to a 
guardianship that the same _ result 
should follow; the annual exclusion is 
applicable. Baker, DC NC, 12/28/55. 


Relief “if gift returns were filed” not 
barred for gifts less than exclusion. Tax- 
payer made gifts in trust in 1936, 1937, 
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and 1938 in amounts less than the an- 
exclusion and filed no returns. 
Subsequently the Supreme Court held, 
in the Sanford case, that gifts of this 
kind were not completed when the trust 
was created. In 1946, the trusts were 
terminated and, under the Sanford 
rule, the gifts completed. Taxpayer 
claimed a refund of the 1946 gift tax 
paid, under a special relief provision 
which operated only if a gift-tax return 
had been made in the year of the crea- 
tion of the trust. The court interprets 
this to refer to returns required by the 
law; the taxpayer’s transfers being less 
than the annual exclusion, no return was 
necessary and he is entitled to his re- 
fund. Supplee, DC Pa., 1/5/56. 


nual 


Trust includible in estate; motives not 
shown as related to life; reciprocal 
trusts doctrine not applied to help tax- 
payer. The Tax Court found that the 
decedent’s brother-in-law did not testify 
that the motive for creation of a trust in 
1929 was relief from the problems of 
management. There being a strong in- 
ference from the facts that saving of 
estate taxes was a motive, the court 
held that the presumption of the Com- 


missioner’s correctness had not been 
overcome. The trust is includible in the 
decedent-grantor’s estate. 

The trust provided that income was 
payable to one of decedent’s sisters, 
remainder to that sister and another. 
Each of the other two sisters executed 
similar trusts of same amount. Taxpayer 
argued that these should be treated 
as feciprocal trusts, with grantor reserv- 
ing a life interest, remainder to two 
other sisters. If so, being created before 
1931, they would not be includible in 
grantor’s estate. This the Tax Court 
refused to do. The trusts were delib- 
erately set up so that each grantor did 
not reserve income in her trust. They 
cannot be relieved of the effect of that 
action. This court affirms. Hill Estate, 
CA-2, 1/20/56. 


Compromised estate tax found paid 
under 811(a); special limitations for 
811(c) not applicable. Section 811(c) 
of the Code includes certain trusts in 
the estate of the grantor if he retains a 
reversion. The Technical Changes Act 
provided an extended period during 
which claim could be made for refund 
of tax paid on reversions of less than 
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5%, these reversions having been retro- 
actively excluded from tax. Taxpayer 
claimed the benefit of that provision. 
The court finds, however, that under 
the compromise settlement it made, the 
trust was included under 811(a) though 
some of the Commissioner’s notices re- 
ferred to 811(c). The report of the 
technical staff recommending of the 
compromise indicated doubt that 811(c) 
was applicable. The special-limitations 
period is not applicable; the refund is 
barred. de St. Aubin, Jr., Estate, DC 
RI, 1/10/56. 


U.S.-France convention doesn’t prevent 
double taxation of property outside 
both. Decedent was a citizen of the 
U.S. domiciled in France. Each country 
taxed shares in the corporations organ- 
ized in Canada and the United King- 
dom. The convention provides that 
stock shall be deemed situated in the 
country in which organized. The Service 
points out that the convention with 
France refers only to property situated 
in either country and taxed by both. 
There is no relief for property situated 
in third countries. Special Rulings 5/6 
and 5/26, 1955. 
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Are some principal 
distributions taxable income? 


GrorcE CRAVEN points out a quirk in 
the 1954 Code that imposes a tax on 
certain trust and beneficiaries 
greater than the benefit received. Mr. 
Craven, a partner in the Philadelphia 
law firm of Barnes, Dechert, Price, 
Myers & Clark, says this (103 U. of 
Penn. Law Review 613): 

“The 1954 excepts from 
amounts which are treated as distribu- 
tions of income an amount properly 
paid or credited under the governing 
instrument as a ‘gift or bequest of a 
specific sum of money or of specific 
property’ which (1) is paid all at once 
or in not more than three installments 
and (2) cannot be paid or credited 
wholly from income. An amount paid on 
account of a specific bequest or devise 
is taxable as income to the legatee or 
devisee if it is paid in more than three 
installments or if the will specifies that 
it is to be paid from income. 

“However, through what may have 
been an oversight in drafting the sta- 
tute, this exception does not extend to 
an amount paid in satisfaction of a 
general or residuary bequest or devise, 
or an amount of principal distributed 
under the intestacy laws. The failure to 
provide an exception for distributions 
of such amounts of principal means that 
if the statute is construed literally, any 
principal distribution of an estate, other 
than amounts paid on account of a spe- 
cific bequest or devise, will be treated as 
a distribution of income. This will un- 
doubtedly result in serious complica- 
tions in the administration of an estate 
and in many instances will produce un- 
intended and inequitable results. 

“For example, suppose that a testator 
leaves a residuary estate of $200,000, 
of which one-half is left outright to A 
and one-half is left in trust to pay the 
income to B for life; that the distribut- 
able net income of the estate for the 
taxable year is $10,000; that one-half 


estate 


statute 
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of such income is paid to A and one- 
half is paid to the trust and thus be- 
comes distributable to B; and that a 


principal distribution of $40,000 is 
made to A. The total distributions 
which will be considered distributions 
of income amount to $50,000, of which 
A receives $45,000 or ®/;) and B re- 
ceives $5,000 or 1/49. A will be tax- 
able on °/,9 of the distributable net 
income or $9,000, and B will be tax- 
able on only 1/;9 or $1,000 (Section 
662(a)(2)). If, on the other hand, the 
income is distributed in the same way 
but the $40,000 of principal is paid to 
the trust for B rather than to A, the 
trust will be deemed to receive $9,000 
of income and A $1,000, and of the 
$9,000, presumably $5,000 will be con- 
sidered distributable and taxable to B 
and the remaining $4,000 will be tax- 
able to the trust. 

“Many other examples could be given 
of curious and probably unintended re- 
sults which are brought about by this 
statutory quirk. There is a serious ques- 
tion about the constitutionality of an in- 
come tax statute which taxes to a bene- 
ficiary receiving principal an amount of 
income in excess of an amount which 
may inure to his benefit. This provision 
requires prompt remedial action by 
Congress in order to eliminate any re- 
quirement that amounts of principal 
distributed by an estate in process of 
administration shall be treated as dis- 
tributions of income.” ve 





Capital gain on stock liquidation but 
life tenant can’t be taxed! Taxpayer, a 
resident of Hawaii, had life tenancy in 
stock. The corporation was dissolved, 
and she received assets in excess of the 
basis of the stock. The Commissioner 
conceded that the taxpayer was not a 
trustee under the Hawaiian law, but 
contended that the instrument transfer- 


ring the shares to her as life tenant must 
be regarded as creating a trust for tax 
purposes. Therefore, it was argued, the 
taxpayer was liable for the capital-gains 
tax as trustee. The court holds that 
there was no trust and the taxpayer is 
not liable for tax on the gain. One dis- 
sent on the ground that taxpayer had 
such control over the property that she 
should be taxed as the owner. Cooke, 
CA-9, 12/20/55. 


Estate ends on release of executor; dis- 
tributions found to be corpus. Taxpayer, 
the sole beneficiary of her husband's 
estate, gave the executor a general re- 
lease in 1948. No final accounting was 
ever filed and the. court never ordered 
his discharge. The court finds.that the 
administration of the estate ended in 
1948. Accordingly, the net income of 
the estate for 1948 and 1949 is taxable 
to the widow as her own. Distributions 
to the widow in 1947 charged against 
the principal of the estate was not dis- 
tributable income to her because the 
will made no provision for distribution 
of income. Herbert, 25 TC No. 92. 


Land trust taxable as corporation. The 
beneficiaries of a testamentary trust who 
held a vested interest in a building 
created taxpayer, a land trust, to hold, 
manage, and operate the property. They 
each received certificates of beneficial 
interest. Since the association had the 
attributes of a corporation, it was tax- 
able as such. Scofield Estate, 25 TC 
No. 90. 


Real-estate trust is not an “association” 
taxable as a corporation. Taxpayer-trust 
was created by the beneficiaries’ par- 
ents, who transferred real property for 
20 years for the benefit of their children 
and, to a limited extent, for the benefit 
of the mother. The Commissioner as- 
serted that the trust was an association 
subject to tax as a corporation. The Tax 
Court disagrees. The beneficiaries could 
not be regarded as joining together for 
profit. The property did not come from 
the beneficiaries. Though the trustees 
were permitted to conduct a business, 
this is still just an ordinary trust. Teich 
Trust, 25 TC No. 100. 


Family-partnership income taxed to 
grantors, not trusts; trust taxable on 
interest refund. The grantors transferred 
half their business to taxpayers trusts, 
the beneficiaries of which were the 
grantor’s children. The trusts received 
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and paid taxes on half the income of 
the business. The Tax Court held that 
all the business income was taxable to 
the grantors. The overpayment by the 
trusts was credited against the grantor’s 
deficiencies. Interest on the trusts’ over- 
payments was paid directly to the trusts 
and paid by them to the grantors. The 
court holds that the interest was tax- 
able to the trust with no offsetting de- 
duction. (One dissent on the ground 
that the grantors never intended to give 
the trusts tax-free income. It was proper 
for the trusts to consent to the offset of 
the refunds against the grantors’ de- 
ficiencies. Likewise the trusts would be 
unjustly enriched if they retained the 
interest. It follows the trusts were mere 
conduits for the receipt of the interest. 
They should not be taxed on it.) Easley 
Trusts, CA-9, 12/22/55. 


Trust income distributable and deduct- 
ible though trustees withheld payment 
during litigation. Taxpayers’ trust was 
required to distribute income unless a 
beneficiary was under a disability. In 
1948, the trust was challenged as being 
in violation of the rule against perpetui- 
ties and invalid. While the legal action 
was going on, the trustees did not dis- 
tribute the income for the years 1947 
through 1950. In 1951 and 1952, the 
Massachusetts courts held that the trust 
was valid. The trustees contended that 
they were not taxable on the trust in- 
distributable, 
though not actually paid out. The court 
Higginson, DC Mass., 1/6/56. 


come because it was 


agrees. 


Deed created one trust, not seven. In 
1949 grantor executed a deed of trust 
and transferred property to the bank as 
trustee for seven grandchildren. Upon 
the birth of an eighth grandchild he 
added property equal to one seventh of 
the then value. The trustee filed one re- 
turn for 1950, 1951, and 1952. It now 
seeks refund on the ground that eight 
trusts were created and eight exemp- 
tions should apply. The court finds that 
the grantor’s intent was to create one 
trust. The instrument refers to the trust 
in the singular; the interest of each 
beneficiary is not a separate share. Rall 
Trusts, DC Tex., 1/6/56. 


Beneficiary managing trust property is 
not an employee. The trustee having 
no right to control or manage the trust 
property, a beneficiary managed it. He 
is not an employee of the trustee. Rev. 
Rul. 56-36. 
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AIA’s counsel replies 
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to lawyer's 


interpretation of new Treasury statement 


(Continued from p. 219) 
language” was engaging in unauthorized 
practice. 

By placing this matter within the 
area of the proper conduct of Treasury 
practice as opposed to a limitation on 
the scope of authorized practice, the 
Treasury has made it clear that it will 
deal exclusively with this problem. This 
is consistent with the earlier pronounce- 
ment of the Interpretation that the 
Treasury has fully preempted the field 
of regulation of practice before the 
Department. 

Further evidence of the Treasury’s 
determination to deal exclusively with 
this matter is found in the last para- 
graph of the Treasury statement in 
which the Treasury says that if it finds 
that the professional responsibilities of 
both its enrolled agents and its enrolled 
attorneys are not being properly carried 
out, then it will consider amendment 
of the regulations presumably to limit 
the scope of authorized practice in any 
manner which may appear necessary. 

This interpretation of the Treasury 
statement is not only required by the 
terms of the Statement itself, but is 
the only one consistent with the Trea- 
sury’s reference to the Joint Statement 
of Principles Relating to Practice in 
the Field of Income Taxation. Mr. 
Clark’s diametrically opposite conclu- 
sion seems to flow from a basic mis- 
conception of the nature and purpose 
of the Statement of Principles. 

The Statement of Principles 
drawn up by the American Bar Associa- 
tion and the American Institute of Ac- 
countants precisely because the repre- 
sentatives of each recognized that the 
field of tax practice is an area in which 
the skills of the bar and of the account- 
ing profession overlap. They recognized, 
too, that there were segments of tax 
practice in which the problems en- 
countered predominantly legal 
and other segments in which the prob- 
lems were predominately of an account- 
ing Finally, they recognized 
that it was not praticable to attempt 
to define or delimit Federal tax practice 
into separate areas which should be 
reserved exclusively for lawyers, or ex- 
clusively for accountants, or shared 
equally by them. 

The draftsmen of the Statement of 
Principles felt that it should be a matter 


was 


were 


nature. 


of professional responsibility with the 
members of the accounting and legal 
professions, respectively, to see to it 
that members of the other profession 
were called in when the problem en- 
countered was of such a nature as to 
require their services. 

The Statement of Principles was de- 
signed for the guidance of the members 
of both professions in carrying out this 
professional responsibility on a basis of 
voluntary cooperation. As the Chairman 
of the American Bar Association’s Com- 
mittee on Professional Relations pointed 
out in the May 1955 issue of the Journal 
of the Association, the Statement of 
Principles “did not attempt ‘to define 
what constitutes the practice of law or 
the practice of accounting.” 

The basic premise, therefore, upon 
which the Statement of Principles was 
drafted is that the whole problem of tax 
practice should be removed from the 
field of “unauthorized practice of law” 
and placed in the area of professional 
responsibility enforceable by the dis- 
ciplinary provisions of the two pro- 
fessions. 

The Treasury’s Statement in terms 
applies this principle to Treasury prac- 
tice. It is difficult to see how it could 
have done so more clearly. w 


PLI issues listing 
of publications 


THE InstiTuTE has 
made available a catalogue of their 
publications. Of particular interest are 
their monographs and handbooks in the 
following categories: Fundamentals of 
Federal Taxation Monographs, Current 
Problems in Federal Taxation Mono- 
graphs, and American Law _ Institute 
Handbooks. The listings indicate date 
of publication and of revision, and price, 
as well as author and title. Copies are 
available from the Institute at 20 Vesey 
Street, New York 7, N.Y. % 


PRACTICING LAW 


Bachrach heads Penn. 
State tax Institute 


ONE OF THE EDITORS of THE JOURNAL 
oF Taxation, Michael D. Bachrach of 
Pittsburgh, is chairman of the forth- 
coming Tenth Annual Tax Institute of 
Pennsylvania State University, to be 
held at State College on May 27-29. 
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Tax Contra: an easy, low-cost method for 


reconciling tax and financial accounting 


tps OF THE PROBLEMS developing 
from the gap between accounting 
net income and taxable income has 
been the installation and maintenance 
of an adequate system that will enable 
the business entity to make the adjust- 
ments recording the differences between 
financial basis and tax basis. The first 
and easiest method of keeping track of 
these differences is by relying on the 
revenue agent’s report from one audit 
to the next. This would be completely 
unsatisfactory for the large company. 
Another method is the constant com- 
pilation and maintenance in the tax- 
payer's files of work papers and sched- 
ules in substantiation of adjustments or 
of the separate full tax entry. Objections 
to this method are the larger number of 
employees required in the tax division; 
the space necessary; the 
search involved in locating supporting 
papers in the verification of entries; and 
the possibility of loss of such files 
through negligence or accident. 
Another method, “tax contra account- 
ing,” was described recently by John B. 
Ross, of the University of Alabama, 
formerly of Arthur Young and Company, 
in that company’s Journal, from which 
we excerpt the following discussion: 
Tax contra accounting is the record- 
ing of adjustments to otherwise ac- 
cepted financial accounting entries in 
order to reflect the tax effect of the 
transaction. This means that for every 
financial accounting entry made, an ad- 
ditional entry, debit and credit, may 
be required to reflect the transaction on 
a tax basis. Of course if the financial 
entry is identical with and reflects the 
proper tax treatment, no adjustment is 
required, and the financial entry ac- 
cordingly becomes the tax entry also. 
This is true in most cases. 
The tax contra accounts carry the 


amount of 


same account numbers as their counter- 
part financial accounts, with one digit 
added and the term “tax contra” added 
in order to differentiate between the 
two accounts. Thus financial account 
7034—Profit and Loss on Sale of Lease 
and Well Equipment, becomes account 
17034—Profit and Loss on Sale of Lease 
and Well Equipment—Tax Contra. 

The tax contra entries are prepared 
by the accounting departments as a part 
of the journal vouchers containing the 
financial entries to which they apply. 
They are self-balancing and in no case 
is a tax contra entry prepared for which 
debits do not equal credits. Therefore 
they may be included in the tabulated 
monthly trial balance and in the gen- 
eral ledger without in any way affecting 
the financial accounts. A tax trial bal- 
ance and resultant taxable income is 
easily determined by combining the 
balances of the financial accounts with 
the balances in the tax contra accounts. 

The tax division reviews and ap- 
proves all vouchers containing tax con- 
tra entries. 


Auditing considerations 


When the returns are not prepared 
by the public accountants, the auditor 
must determine that the amounts re- 
corded in the accounts are substantially 
correct and that no unrecorded liability 
for taxes or secret reserves exists through 
under or over accruals. 

During our audit of the client having 
a tax contra system we employ the fol- 
lowing procedures in satisfying ourselves 
as to the adequacy of the annual 
provision: 

A detailed analysis of the liability for 
income taxes is maintained showing a 
breakdown of the total opening balance 
by year and by the taxing authority, i.e., 
state or federal. During the year all en- 


tries pertaining to this account, such as 
payments and additional provisions, are 
vouched and entered in this schedule. 
At year end we then have a complete 
analysis of the composition of the ac- 
count. This balance is discussed with 
tax division officials in order to deter- 
mine that the balances riding over are 
adequate and necessary. 

In vouching and examining financial 
book entries during the year we have 
the opportunity to examine tax contra 
entries, which present in the 
voucher along with the financial entry, 
and note that the departments are con- 
sistent in their treatment of like entries, 
and that questionable items are investi- 
gated. This is a distinct advantage for 
the auditor which is not present under 
other methods used to record tax 
differences. 

We review the most recent revenue 
agent’s report, noting adjustments which 
will require changes in future tax ac- 
counting treatment, and determine that 
such adjustments have been given ef- 
fect in subsequent income-tax returns. 

At year end before the financial 
statements are released, the tax division 
provides for our use a copy of their 
estimated reconciliation between tax and 
financial net income. We test this by 
reference to the year end P&L tax con- 
tra balances and by discussing with tax 
division officials those tentative adjust- 
ments which are not yet entered in the 
tax contra accounts, such as allowable 
depletion, but which were used in arriv- 
ing at the estimated reconciliation. We 
then check their calculations of esti- 
mated income taxes payable and com- 
pare this with tax provisions made. 

The tax division also makes available 
to us a schedule showing the tax and 
financial depreciation rates that are ap- 
plicable to the various fixed asset cate- 
gories. These rates are compared with 
the prior year’s schedule and any rate 
changes are noted and investigated. 

Another item obtained prior to release 
of financial statements is a copy of a 
letter from the company’s Tax Director 
to the General Counsel as to the tax 
status of the company and its subsidi- 
aries at the balance sheet date. This 
letter discloses the years through which 
the company and subsidiary returns 
have been audited by revenue agents, 
and for each company discloses all ad- 
ditional assessments, probable refunds, 
and any other items pending further in- 
vestigation or litigation at the balance 
sheet date. In our subsequent audits all 
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important items listed in this letter are 
followed up and disposition is deter- 
mined. 

In our subsequent audit after the re- 
have been filed we review the 
photostated copies of the returns and 


turns 


all supporting schedules. In connection 
with this review we schedule the P&L 
tax contra accounts referred to above, 
and add thereto the tax adjustments 
had been the 
contra accounts at year end, such as 
These adjusting 
items are analyzed and discussed with 
and others, where 
necessary. With the final adjustments 
entered we can then foot down to the 
This should be 
identical with the taxable net income 


which not entered in 


allowable depletion. 


the tax engineer 


taxable net income. 
figure as shown on the return. 

We and check the 
computations on the final returns for the 
and all of its subsidiaries. 
The final difference between taxable in- 


then schedule 


company 


come and financial net income is com- 
pared with the difference as estimated 
at year end by the tax division, and any 
major discrepancy investigated. 


Method has five advantages 


In using the tax contra method the 
following advantages may be noted: 

1. It is an economical, low cost means 
of maintaining the necessary two sets 
of records. 

2. It furnishes a continuous current, 
month by month, book versus tax posi- 
tion available for review and analysis 
at any time, as opposed to waiting to 
the end of the year to prepare and rec- 
oncile supplementary tax information as 
do many companies. (Cont’d next col.) 





Treasury reports depreciation 
deductions are 20% of income 


THE PRELIMINARY REPORT on Statistics 
of Income for 1952, compiled by the 
Treasury Department from corporate 
tax returns, indicates that the deduc- 
tions for depreciation in 1952 came to 
$9,604,000,000, or almost 20% of the 
net income before depreciation of all 


corporations reporting net income. 


A slick capital-gains deal 
Don’t miss the Ohio Furnace 
4JTax 157. A thus-far successful varia- 
tion on how to get the surplus out of a 
company at capital gains rates. Under 
the old law, of course—can’t do it today! 


case, 


3. It minimizes the maintenance of 
supplemental tax work papers and the 
number of tax employees. 

4. It has resulted in a much quicker 
and more accurate basis for estimating 
income-tax liability at year end and in 
substantiating entries upon inquiry by 
examining agents. 
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5. It minimizes the possibility of 
failure to make tax adjustments. The 
adjustment in most cases originates in 
the accounting department and is re- 
viewed and approved by the tax divi- 
sion; the tax division alone is not ex- 
pected to note and make the necessary 
adjustments. wr 


Litigation costs allowed where for 


purpose of “protecting profit” 


¢ ber DOCTRINE that costs of litigation 
- should be added to the capitalized 
value of an asset is embodied in the 
“defense of title” regulation—an elabo- 
ration of the word “betterment” in 
Section 24(A)(2) of the 1939 Code. 
So says 103 U. of Pa. Law Review 976. 
Against this well-established _back- 
ground, the recent Urquhart (175 F. 2d 
408) decision establishes an interesting 
precedent for the expensing of litiga- 
tion costs when they are for the pur- 
pose of protecting the profit from the 
patent. We quote below part of the 
Law Review’s comment: 

Section 24(a)(2) of the Internal 
Revenue Code of 1939 provides that 
no deduction from gross income shall 
be allowed for “[a]ny amounts paid out 
for . . . permanent improvements or 
betterments of any property Pen 
Consonant with Section 113(a) of the 
1939 Code, which provides for the basis 
of property, these costs are not de- 
ducted in the current year but are 
added to the original cost of the prop- 
erty with the result that they are in- 
cluded as a part of the depreciation 
deduction which is taken over a period 
of years. Capitalization of expenditures 
which enhance the value of an asset 
seems justified by the long-term nature 
of the benefits received, such as in- 
creased marketability and _ enlarged 
rights of enjoyment. However, courts 
rarely articulate the economic reasons 
behind the “defense of title” regulation, 
and some courts even seem to attach 
special significance to the label “title” 
and thus have held that expenditures 
must be capitalized if there is an issue 
of title present, even though it appears 
that no more was accomplished than 
proof of an existing title. Such a rule has 
provoked criticism from the writers be- 
cause the value of property is not en- 
hanced by the suit. On the other hand, 


even where title is not in issue, under 
the broad language of Section 24 (a) (2) 
courts have capitalized the cost of liti- 
gation in cases that involve other long- 
term property interests. Thus, the costs 
of litigation were ordered capitalized 
where incurred by a lessee in establish- 
ing his right to use certain fixtures on 
leased property, or a life tenant litigat- 
ing his interest in property. The same 
rationale is applied in trademark in- 
fringement suits where business deduc- 
tions have been disallowed because the 
right to exclusive use of the trade name 
is necessarily established. The Urquhart 
case marks the first opportunity for a 
court to pass upon the Commissioner’s 
position that the “defense of title” regu- 
lation is applicable to a determination 
of validity of a patent. 


Protecting title not involved 


On threat of suit by the Urquhart 
partnership (the taxpayer) for patent 
infringement, the Pyrene Manufactur- 
ing Company sought a _ declaratory 
judgment that the Urquhart patents 
were invalid or that, if valid, Pyrene 
was not infringing. Urquhart counter- 
claimed for an injunction against in- 
fringement and an accounting for profits 
and damages. In this suit, the taxpayers’ 
patents were held invalid; thus, the 
question of infringement was _ not 
reached. In computing its net income 
for the year of the suit, Urquhart de- 
ducted approximately $55,700, the cost 
of litigating the suit, as an ordinary and 
necessary expense of its business of in- 
venting, exploiting, and licensing pat- 
ents. The Commissioner disallowed the 
deduction, analogizing litigation of the 
patent’s validity to “defending or per- 
fecting title to property,” and the Tax 
Court affirmed his ruling, (20 TC 944). 
The court of appeals reversed, noticing 
that “title” was not involved, and hold. 
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ing that despite a decision on the issue 
of validity, the expenses were nonethe- 
less deductible because patent infringe- 
ment suits are brought to recover profits. 


Question of validity 

Patent infringement litigation can in- 
volve questions of title but most fre- 
quently this type of case involves only 
the issues of validity—the inventive re- 
lationship between a particular claim 
and “prior art”—and of infringement— 
the question of improper invasion of a 
valid patent claim. Before the Urquhart 
case, however, all reported controversies 
over the tax consequences of the litiga- 
tion costs incurred in patent infringe- 
ment cases have included a determina- 
tion on the issue of title. These cases 
resulted in the capitalization of all or a 
part of the costs as attributable to the 
title; the 
between capitalization and deduction 


establishment of distinction 
lay between the issues of title and in- 
fringement, and the courts ignored the 
import of validity. Although the patent 
suit in question was decided solely on 
the issue of validity and never reached 
a question of recovering profits for in- 
fringement, the court has here allowed 
a deduction of the costs on the theory 
that the purpose of the litigation is re- 
covery of profits. This ignores the long- 
term benefits inherent in a decision on 
validity of a patent. The United States 
Patent Office does not render a final 
judgment on patent validity. The com- 
plexity of many patents and the diffi- 
culty frequently encountered in tracing 
and determining the “prior art” result 
in uncertainty and invite controversy 
regarding the permissible bounds of 
many patent claims. Unless validity is 
expressly excluded from the case, a 
decision in the normal infringement 
case in favor of the patent owner lends 
added certainty to the scope of the 
patent; a specific holding of validity un- 
doubtedly results in enhancing a long- 
term asset. This is especially true if the 
infringer is a large concern with ample 
funds with which to research the “prior 
art” exhaustively, for a decision against 
such an infringer, in practical conse- 
quence, virtually assures the patentee 
against further attacks on validity. Thus 
it appears that the rationale behind 
capitalizing litigation expenditures in 
title or similar cases has equal applica- 
tion on the issue of patent validity. 
The decision in the Urquhart case 
might be justified on the ground that 
in no sense was the value of the tax- 
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payer’s patent enhanced by the result 
of the litigation. Even if its value were 
not completely destroyed, to add the 
expense of litigating to the capital cost 
of the remainder is not consistent with 
the theory of capitalizing expenditures. 
This consideration may well have in- 
fluenced the court in its determination; 
however, the holding also reaches the 
case in which the patentee successfully 
prosecutes his claim. The result of such 
a holding is that in no patent infringe- 
ment suits will any of the costs be capi- 
talized, for, under the court’s test, a 


fortiori, successful suits are brought to 
recover profits. On first blush such a rule 
may be defended because of the prac- 
tical difficulties which a court faces in 
attempting to apportion litigation ex- 
penses precisely between the amounts 
attributable to recovering profits and to 
increasing the value of the capital asset, 
especially where the patentee loses, 
However, some courts have utilized an 
apportionment formula which, despite 
its imperfections, at least allocates some 
of the cost of a successful litigation in- 
volving title to capital. we 


Glenshaw Glass decision taxing punitive 


damages cuts Macomber strait-jacket 


THE SIXTEENTH AMEND- 

MENT would have done us a great 
favor if they had told us what income 
is. This would, of course, have put most 
accountants and many lawyers out of 
business. If this thought is frightening, 
relax; the reason neither the Sixteenth 
Amendment, the Constitution — else- 
where, or statute law, has defined in- 
come precisely is because it can’t be 
done. 


in RAMERS OF 


Our old friend Eisner v. Macomber 
(252 U.S. 189 (1920)) has been what 
Ernest E. Specks calls a “strait-jacket” 
confining taxable income to “the gain 
derived from capital, from labor, or 
from both combined.” The laces of this 
strait-jacket are burst, he says, by the 
Supreme Court in its recent Glenshaw 
Glass decision (99 L.Ed. 361). Mr. 
Specks made these comments in 9 
Southwestern Law Journal 352: 


Summary of relevant cases 


In General American Investors Co. 
v. Commissioner (211 F.2d 522), the 
court of appeals held that sums paid 
over to a corporation in compliance 
with Section 16(b) of the Securities 
Exchange Act constituted taxable in- 
come to the corporation. This section 
required insiders to pay over to the 
corporation profits made by them per- 
sonally in dealings in the corporate 
stock. Though sustaining the holding of 
the Tax Court that the sums repre- 
sented taxable income to the corpora- 
tion, the court of appeals rejected the 
exercise in semantics in the course of 
which the Tax Court stated that such 
sums were “profits” because Section 


16(b) provided that “any profits real- 
ized shall inure to and be recoverable 
by the issuer.” The court of appeals 
bluntly stated that the payments in- 
volved were not profits to the corpora- 
tion. Thus it appears clear that the 
court of appeals rejected the narrow 
definitive system of the Macomber case 
as to what constitutes taxable income; 
and the decision was affirmed by the 
Supreme Court. 


Anti-trust cases 


The be 
involved the question of whether puni- 
tive damages awarded under federal 
antitrust laws constitute taxable income 
to the recipient. In Commissioner v. 
Glenshaw Glass Co. the Third Circuit 
concluded that punitive damages were 
not within the scope of the definition of 
taxable found in Eisner v. 
Macomber. This court of appeals dis- 
tinguished the General American In- 
vestors case on the ground that the 
cases were factually different. It pre- 
ferred to draw an analogy to cases in 
which contributions made by a sov- 
ereign in the general public interest to 
an individual were held not to consti- 
tute taxable income. The analogy ap- 
parently drawn was that such taxpayers 
have recovered because the sovereign 
has seen fit to punish certain behavior 
for the good of the public, which was 
considered to be the same theory under- 
lying the award of damages for viola- 
tion of federal antitrust laws. The Third 
Circuit likened exactions by the sover- 
eign to donations made to one individ- 
ual by the state by operation of law. 


other cases to considered 


income 
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A similar result was reached by the 
same circuit in Commissioner v. William 
Goldman Theatres Inc. (211 F.2d 928) 
which involved a similar question of the 
taxability of treble damages recovered 
for violations of federal antitrust laws. 
However, the Seventh Circuit in Com- 
missioner v. Obear-Nester Glass Co. 
(217 F.2d 56) reached a contrary result 
to that of the Glenshaw and Goldman 
cases though faced with a similar fact 
situation. Being unable to reconcile the 
taxability of “insiders profits” with the 
non-taxability of punitive damages, 
the Seventh Circuit concluded that the 
authorities were in conflict and followed 
the authority holding such amounts re- 
ceived as damages under the federal 
antitrust statutes to constitute taxable 
income, 

Upon appeal to the Supreme Court, 
the Third Circuit cases, Glenshaw and 
Goldman, The court 
held that there had been an undeniable 
wealth, clearly realized, 
and over which the taxpayers had com- 
plete domination. Of great significance 
was the limitation placed by the court 
on the often quoted definition of tax- 
able income contained in Eisner v. 
Macomber. It was stated that the defi- 
nition was to be limited in its applica- 
tion to the question before the court in 
that case; viz, distribution of a corporate 


were reversed. 


accession to 


stock dividend. 

Many questions are raised by these 
decisions. Are the courts going to aban- 
don the definitive system of determin- 
ing what constitutes taxable 
If so, what guideposts are to be used in 
determining whether the matter under 
constitutes taxable income? 
Have the decisions shifted the emphasis 


income? 


scrutiny 
toward the economic concept of in- 
come? What effect will the decisions 
have on the administration of the fed- 


eral antitrust statutes? 


Taxability of damages in general 

The primary test used by the courts 
in determining whether item 
of damages is taxable or not appears 
to be: “In lieu of what were the dam- 
awarded?” By applying such a 
test, it has been concluded that awards 
which compensate for damage to repu- 


a certain 


ages 


Corp. wv. Commissioner, 
1944), cert. denied, 


F.2d 184 (6th 


Raytheon Production 
144 F.2d 110, 113 (1st Cir. 
$23 US 779 (1944). 

2 Durkee v. Commissioner, 162 
Cir. 1947); Arcadia Refining Corp. v. Commis- 
sioner, 118 F.2d 1010 (5th Cir. 1941); Highland 
Farms Corp. v. Commissioner, 42 BTA 1314 
(1940): Hawkins v. Commissioner, 6 BTA 1023 
i 1927 ) 

3 United States v. 
297 US 88 (19 36); 
Commissioner, 123 F.2d 382 


Safety Heating & Lighting Co. 
Swastika Oil and Gas Co. v. 
(6th Cir. 1941), 


tation or which represent a replacement 
of lost capital or impairment of capital 
are not taxable.? The cases and adminis- 
trative rulings rest on the theory that 
the thing in lieu of which the damages 
were awarded was not taxable income, 

, the damages merely made the in- 
jured party whole, no item of profit or 
gain being included in the measure of 
damages. 

However, this is not to say that all 
damages recovered are to be excluded 
from gross income. If the damages rep- 
resent a reimbursement for lost profits* 
or for services rendered,‘ the previously 
mentioned test is met and the damages 
are deemed taxable income. Similar re- 
sults are reached if the damages are 
for expenditures under a contract en- 
tered into for profit® or damages for 
loss of property in excess of the cost of 
the property.® 

An area in which controversy existed 
is that of subsidies. Where a govern- 
ment pays a subsidy, a distinction has 
been drawn between compensation for 
reduced operating revenues on the one 
hand, and compensation for construc- 
tion expenses on the other. In the typi- 
cal situation in which chambers of 
commerce and similar organizations 
make contributions to induce new in- 
dustries to settle in their districts, such 
contributions have been held not to 
be income.* 

From the discussion above, it can be 
seen that the rules applicable to other 
types of damage awards do not provide 
a basis for determining whether puni- 
tive damages are taxable income. Be- 
cause of the very nature of punitive 
damages the “in lieu of” test cannot 
be used. Also, the rules applied in the 
subsidy cases are of no aid in the solu- 
tion of the problem. Therefore let us 
turn to the rules that have developed in 
cases involving punitive damages. 


Rules on taxing punitive damages 


Since 1940, the Tax Court has held 
that punitive damages are not income, 
while the Commissioner has continued 
to tax them as such.8 There are two 
foundation cases for the Tax Court’s 
view. The Tax Court’s position was 
originally based on Central Ry. Co. of 


cert. denied, 317 US 639 (1942); Commissioner 

v. Woods Machine Co., 57 F.2d 635 (1st Cir.), 

cert. denied, 287 US 613 (1932); Nichol v. U. S., 

48 F. Supp. 662 (Ct. Cl. 1943); Nicholas W. 

Mathey, 10 TC 1099. aff'd. 177 F.2d 259 (Ist 
1949). 


Commissioner, 
Commissioner, 


4 Buffalo Union Furnace Co. v. 
23 BTA. 439 (1931); Blease v. 


16BTA. 972 (1929). . 2 
5 Burnet v. Sanford & Brooks Co., 282 US 359 
31 


(1931). 
® Helvering v. William Flaccus Oak Leather Co., 
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New Jersey v. Commissioner (79 F.2d 
697), in which it was held that a recov- 
ery by the taxpayer from one of its 
former officers who had surreptitously 
created a corporation with operations 
adverse to the taxpayer's interest was 
not taxable income. In reversing the 
Board of Tax Appeals, the Third Cir- 
cuit stated that the property received 
could not be traced to a “gain derived 
from capital, from labor, or from both 
combined,” nor could it be said to be 
a gain from a sale of a capital asset. 
The recovery was deemed to be a 
“windfall” or a “penalty imposed by 
law on a faithless fiduciary, a gain 
granted gratuitously because of the 
necessity of keeping persons in positions 
of trust beyond the temptations of 
double dealing.” 


“Windfall” concept 


The second foundation case, High- 
land Farms Corp. v. Commissioner, was 
the first case to deal specifically with 
the taxability of punitive damages. 
Though the Central Railway case was 
cited, the opinion of the Board of Tax 
Appeals that punitive damages were 
not taxable income was not based on 
the theory that such sums were “wind- 
falls” but rather that the sums did not 
come within the definitive test of Eisner 
v. Macomber. 

With the law in such a state the 
courts were presented with the Glen- 
shaw and Obear-Nester cases previously 
discussed. But during the same period 
Park & Tilford Distillers Corp. v. U.S. 
(107 F. Supp. 941 (Ct. Cl. 1952) cert. 
denied.) and the General American In- 
vestors cases were establishing another 
doctrine. In the Park & Tilford case, 
the Court of Claims held “insiders 
profits” recovered by the taxpayer pur- 
suant to Section 16(b) of the Securities 
Exchange Act of 1934 to be taxable 
income. The court was unwilling to 
surmise that the Supreme Court by their 
language in Eisner v. Macomber in- 
tended to read out of the income-tax 
statute language which Congress had 
inserted with great deliberation and for 
important reasons, viz., “income derived 
’ Faced with 
Tax Court 


from any source whatever.’ 
a similar problem, the 


313 US 247 (1941); Raytheon Production Corp. 
v. Commissioner, 144 F.2d 110 (1st Cir. a 
7 Brown Shoe Co., Inc. v. Commissioner, 339 U 
583 (1950); Frank oe & Co., 10 BTA isi7, 
GCM 16952, CB 19 

5 The first case to he ng ‘specifica on the taxability 
of punitive damages was Highland Farms Corp. 
v. Commissioner, 42 BTA 4314 (1940). The 
Commissioner published his nonacquiescence in 
1941 — 1 Cum. Butu. 16, and has maintained 
his position on taxability of such receipts as this 
ever since. 
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reached the result in General 
American Investors but based their con- 


same 


clusion on different grounds. 
Therefore, the stage was arranged 
for the entrance of the Supreme Court 
into the drama in the following manner: 
The Glenshaw, Highland Farms, and 
Central Ry. Co. cases, joined by the 
Goldman case, had established au- 
thority for the proposition that puni- 
tive damages were not within the pur- 
view of Eisner v. Macomber and were 
not taxable income; but, the Park & 
Tilford and General American Investors 
cases, joined later by the Obear-Nester 
Glass Co. case, constituted authority 
for holding punitive damages to be tax- 
able income. With the stage thus set, 
the Supreme Court, because of the fre- 
quent recurrence of the question and 
the different interpretations by the 
lower courts, granted certiorari in the 
Glenshaw Glass, Goldman Theatres and 
General American Investors cases. The 
Court held the sums involved consti- 
tuted taxable income on the basis that 
a liberal construction must be given to 
the broad phraseology of Section 22(a) 
of the Internal Revenue Code of 1939 
(Section 61 of 1954 Code) and that the 
language of Eisner v. Macomber was 
never intended “to provide a touchstone 
to all future gross income questions.” 


Soundness of Supreme Court decisions 


In truth, all that can be done by way 
of definition is to chart the course of 
growth of the income-tax law. In the 
Macomber case, the Supreme Court at- 
tempted a definition of income that was 
to serve as a guiding principle for the 
future. Such an attempt was destined to 
failure. It is apparent that “constitu- 
tionally taxable income” is not a term 
that can be successfully defined so as 
to be binding for all time. The law of 
income taxation, like constitutional law 
in general, is dynamic, not static. It 
must constantly change and develop 
to meet the changes in the economic 
and political life, to say nothing of 
meeting the ingenious devices for tax 
avoidance devised by brilliant tax at- 
torneys. In abandoning the definitive 
system of solving the problem of what 
is income, the court is registering its 
approval of Mr. Justice Holmes’ remark 
“We see nothing to be gained by the 
discussion of judicial definitions.” Thus 
from the viewpoint of legal practicality 
the decisions seem to be sound. 

Furthermore, it is difficult to believe 
that the Supreme Court intended that 
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a narrow construction be placed on 
the sweeping terms of Section 22(a) as 
a result of their decision in Eisner v. 
Macomber. Except as the particular 
revenue statutes may “exempt” income 
from tax or “postpone” its recognition, 
it may be assumed that Congress in- 
tended to embrace within the scope of 
the tax all income which it might con- 
stitutionally tax. In fact, the Supreme 
Court has frequently stated that the 
language of Section 22(a) was used by 
Congress to exert “the full measure of 
its taxing power.” Such decisions dem- 
onstrate that the catch-all provision of 
Section 22(a), “gains or profits and 
income derived from any source what- 
ever,” was never intended to be con- 
fined within narrow limits by a case 
that dealt only with the taxability of 
stock dividends. 

There is still another legal theory 
which will serve as a strong foundation 
for the decisions. It has been stated that 
the meaning of the word “income” is 
that given it in common speech and 
everyday usage. It is highly problemati- 
cal that the layman would consider 
the gains realized from “insiders profits” 
or from the recovery of a judgment for 
treble damages to be other than “in- 
come.” 

If the soundness of the Supreme 
Court decisions be tested from a juris- 
prudential point of view, the discus- 
sion by the Seventh Circuit in Com- 
missioner v. Obear-Nester Glass Co. in 
regard to taxation according to ability 
to pay is of interest. As stated by the 
court: 

“We do not believe that the Supreme 
Court intended to define income exclu- 
sively according to its source. The great 
argument which resulted in this coun- 
try’s adoption of an income tax, and the 
fundamental principle upon which that 
tax is still based, is that individuals will 
be taxed according to their ability to 
pay. There is no rational connection 
between the source of the taxpayer’s 
gain and his ability to pay. The question 
is: has he realized an economic gain, 
from whatever source, which leaves him 
better able to contribute to the support 
of this government. If gain not 
derived from capital or labor is ex- 
cluded from taxation, the burden on 
income that is derived from _ these 
sources, will of course, be all the 
greater.” 

Undoubtedly, an individual’s ability 
to pay is enhanced by the recovery of 
punitive damages. If the “ability to 


pay” concept is still to be professed to 
be one of the underlying bases for the 
present tax structure, it may likewise 
serve as a jurisprudential justification 
for the taxation of punitive damages. 


Questions raised by the decisions 


Since the Supreme Court has opened 
the, way for a case-by-case considera- 
tion of what may come within the term 
“taxable income,” an academic ques- 
tion might arise as to whether the courts 
will move closer to the economic con- 
cept of income. For example, the econ- 
omist Haig defined income as : 
the money value of the net accretion 
to economic power between two points 
of time.” The distinction between such 
a definition of income and the general 
rule as to what constitutes taxable in- 
come is that in the former there is no 
requirement that the accretion be re 
alized. The normal requirement of 
realization is an administrative limita- 
tion imposed for the sake of expediency 
in the administration of the taxing stat- 
utes. It is very doubtful that it would 
be possible to administer in this coun- 
try a statute which required an exact 
evaluation of every taxpayer’s assets at 
the beginning and end of each taxable 
period with the imposition of a tax on 
the difference thus disclosed. However, 
the language of the Supreme Court in 
the Glenshaw case should dispel any 
fears that the courts will drift toward a 
system of taxation without the require- 
ment of realization as a result of their 
recent decisions. In the Glenshaw case, 
the Court stated: “Here we have in- 
stances of undeniable accession to 
wealth, clearly realized, and over which 
the taxpayers have complete dominion.” 


Relation to antitrust laws 


In regard to the federal antitrust 
laws, the Supreme Court decision that 
punitive damages are taxable income 
should not be criticized as diminishing 
the benefits given to the individual 
bringing the antitrust action. [See note 
p. 242. Ed.] The primary purpose of 
the antitrust laws is to protect the pub- 
lic, the private remedy being merely 
incidental. The right granted to indi- 
vidual suitors to seek reparation is sec- 
ondary and subordinate in purpose. 
However, in view of the fact that the 
provision for treble damages was de- 
signed to supply an ancillary force of 
private investigators to supplement the 
Department of Justice in law enforce- 
ment, the effect of making the recov- 
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eries taxable should cause concern. Will 
the lessening of the net benefits to be 
gained from the successful prosecution 
of an antitrust suit have the effect of 
reducing the number of suits brought? 
The answer would seem to depend on 
many differing factors. Is the complain- 
ant an individual or a corporation? In 
what tax bracket is he, if an individual? 
Depending on the circumstances, it 
might well be that a portion or all of 
the actual damages recovered are non- 
taxable; and when coupled with the 
amount of punitive damages the injured 
party still retains after taxes are paid, 
such sum may remain an effective in- 
centive to bring the action. 

However, if the increased tax burden 
does act as deterring feature, it should 
be noted that the burden is increased 
because a large amount of income will 
be grouped into one tax period. If the 
grouping of income could be avoided, 
the tax burden would be lessened; and 
correspondingly the deterrent effect of 
such a tax burden would be lessened. 
Because of the nature of the recovery 
it does not appear that an individual 
could utilize the 
spreading provisions of Section 1301, 
relating to compensation received for 
services rendered over thirty-six months 
or more, or 1302, relating to income 
artistic work.® 
However, aside from other considera- 


or a_ partnership 


from an invention or 
tions which might make it undesirable 
to do so, a careful wording of the 
judgment so as to make the amount of 
the judgment recoverable over a speci- 
fied number of years could accomplish 
a tax leveling and saving.!° 


New decisions are a good thing 

In legal theory the Supreme Court 
decisions are upon a firm and reasonable 
basis. Possibly the decisions will have 
adverse effects on the administration of 
the antitrust laws; but for such an iso- 
lated instance as is presented in that 
type case, the proper remedy would 
seem to lie in an exemption or relief 
provision to the Code. Such a provision 
could take the form of a complete ex- 
emption, or provide that recoveries will 
be given capital gains treatment, or pro- 


Under similar provisions in the 1939 Code, the 

ount received as proceeds from compromised 
itigation for infringement of a copyright was 
ot considered to constitute compensation for 
rersonal services. 

lax benefits are often gained by careful word- 
ing of divorce decrees, for example. Such a 
course of action would probably accomplish its 
purpose in regard to cash-basis taxpayers, but 
accrual-basis taxpayers might be considered to 
have present income in the discounted amount 
of the judgment. 


vide for a spreading back or forward 
with limitations on the total amounts 
of taxes to be ‘paid attributable to the 
recovery. In relation to the general field 
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of taxable income, the decisions are a 
judicial step forward in freeing the 
courts from the judicial strait-jacket 
of Eisner v. Macomber. we 


How long should you keep your records 


for tax purposes? 


RNOLD C. Soney has prepared, and 

the Massachusetts Society of 
CPAs has published, an excellent book- 
let outlining record-retention require- 
ments. We were interested especially 
in the requirements for income-tax pur- 
poses. Pointing out that each taxpayer 
should take up the matter with his tax 
adviser, he presents the following as 
general rules: 

It is well established that a taxpayer 
must keep exact, proper, and accurate 
accounting records to avoid possible 
negligence penalties. A taxpayer should 
also keep his books or records as long 
as there is any reasonably apparent 
possibility that he will need them. 
Regulations 118, Section 
39.54-1 state that every taxpayer with 
two exceptions—chiefly (a) individual 
taxpayers working for a salary, and (b) 
farmers—shall keep such permanent 
books of account or records, including 
inventories, as are sufficient to establish 
the amount of the gross income and 


Treasury 


the deductions, credits, and other mat- 
ters required to be shown in any federal 
tax return. The books or records must 
be kept at all times available for in- 
spection by internal revenue officers, 
and they must be retained “so long as 
the contents thereof may become mate- 
rial in the administration of any inter- 
nal revenue law.” 

When 
necessity for retaining records continues 
as though the corporation was in exist- 


a corporation dissolves, the 


ence. The officers of the corporation 
having charge of the records or other 
persons legally in charge of dissolution 
are individually responsible for the safe- 
keeping of such records and their avail- 
ability for inspection. 

Generally speaking, the fear of tax 
assessments and being unable to com- 
bat them is uppermost in the taxpayer's 
mind. But, in addition, the taxpayer 
wants to be in a position to bring suit 
himself and to marshal the necessary 
evidence from his records. For the 
most part, periods within which tax- 


Here is a guide 


payers may sue or be sued in connec- 
tion with taxes are specifically limited 
by law, and the applicable statutes 
must be constantly in mind. 


Statutes of limitations 

Statutes of limitations vary in differ- 
ent sections of the Internal Revenue 
Code and also between states. 
the multiplicity of laws and controls 
which have been established, bringing 
more demands for record retention, 
further complicates the problem. There 
are certain 


vary 


which 
should be retained for longer periods 
of time than those required by statute 
or regulation. 


records, moreover, 


It is desirable to have access to a 
schedule showing when the various 
statutory periods of limitation expire. 
This schedule, intended primarily for 
general business corporations, can be 
upon or condensed to fit 
individual needs. It might be divided 
into several sections, such as: 

1. Federal income taxes. 

2. Miscellaneous federal taxes. 

3. State 


elaborated 


unemployment insurance 


taxes. 

4. State income, excise and _ sales 
taxes. 

The taxpayer or businessman, for 


every businessman is a taxpayer, should 
also consider requirements for keeping 
records for wage and hour laws and 
other needs. 


Federal income taxes 


General rule for assessment or court 
proceeding for collection without assess- 
ment: 3 years from date return was 
filed. Early returns are considered filed 
on due date for filing. (IRC 6501.) 

Exceptions to general rule: 

1. Omission from gross income of 
more than 25% of gross income stated: 
6 years from date return was filed. Early 
returns are considered filed on due date 
for filing. 

2. Failure to file return or fraudulent 
return: no time limit. 
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3. Consents fixing period of limitation 
on assessment: to date stated in consent. 

4, Ninety-day letters and appeals to 
Tax Court: statute suspended. (IRC 
6503 (a), IRC 6213 (a).) 

5. Collection by levy or court pro- 
ceeding after assessment: 6 years after 
assessment, or longer by mutual agree- 
ment made before the expiration of 
such 6-year period or before a release 
of levy after such 6-year period. (IRC 
6502 (a).) 

6. Distribution in redemption of cor- 
porate stock under IRC 302 (b) (3) 
and 317 (b) and avoidance of family 
attribution rule where entire interest in 
corporation is terminated: at least 10 
years from date of distribution since 
distributee will be subject to ordinary 
tax rates unless he: 

a. Terminates all activity and interest 
in company, other than creditor. 

b. Does not re-acquire such interest 
(other than by bequest or inheritance) 
within 10 years. 

c. Files agreement with Treasury De- 
partment to notify of any acquisition 
(2) 
records. 


described in above and to retain 


necessary 
Exception 
Note: The 


above may not be sufficient to retain 


10-year period stated 
records since the Treasury Department 
is allowed at least one year from date 
of notification to assess any additional 
tax. (IRC 302 (c) (2) (A).) 


Credits and refunds 


General rule for refunds and credits: 
(See also IRC 6511 (b) 
amount of credit or refund.): 2 


for limit on 
years 
from date of payment or 3 years from 
original due date for filing return which- 
ever is later. (IRC 6511 (a) IRC 6513 
(a).) 

Exception where consent to extension 
of period for assessment has been ex- 
ecuted 6501 (ce) (4): 
in general, date specified in consent 
plus 6 months. (Taxpayer should con- 
sult statute for limitations on amounts 
refundable.) (IRC 6511 (c).) 

Bad debts and worthless securities: 
7 years from original due date for filing 
return for year covered by claim. (See 
special rules IRC 6511 (d) (1) for net 
operating loss carryovers and 
backs.) (IRC 6511 (d) (1).) 

Net operating loss carrybacks: period 
which ends with expiration of 15th day 
of 39th month following end of taxable 
year of net operating loss unless ex- 


under Section 


carry- 
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tended by agreement. (IRC 6511 (d) 
(2) (A).) 


Miscellaneous federal taxes 


Assessment and collection general 
rule for assessment: 3 years from date 
return filed. Early returns are con- 
sidered filed on due date for filing 
except that F.IL.C.A. and income-tax 
withholding returns duly filed are con- 
sidered filed on 4/15 of year following 
year to which they relate. (IRC 6501 
(a) (b).) Exception for false or fraudu- 
lent return, or failure to file timely re- 





turn, or wilful attempt to evade tax: no 
time limit. 

Collection after assessment: 6 years 
after assessment, or longer by mutual 
agreement made before the expiration 
of such 6-year period or before a release 
of levy after such 6-year period. (IRC 
6502 (a).) 

Refunds and credits: 2 years from 
date of payment or 3 years from origi- 
nal due date for filing return, whichever 
is later. (IRC 6511 (a), IRC 6513 (a).) 


ounting decisions this month 


Ordinary-income treatment for cotton 
sold “on call.” Taxpayer owned and op- 
erated cotton gins. He bought cotton 
from farmers and sold it to merchants. 
Some of the sales were “spot sales,” i.e., 
for firm price, but more than half were 
“on call,” i.e., the ultimate sales price 
would be market price on the day tax- 
payer would notify seller. Taxpayer 
contended that by use of the call ar- 
rangement he was speculating and his 
profits therefrom should receive capital- 
gains treatment. The court disagrees. 
The “on call” transactions were made in 
the ordinary course of business and 
were taxable as ordinary income. Gla- 
dish, TCM 1956-14. 


Mineral-lease payments royalties not 
proceeds of sale. Taxpayer leased min- 
eral rights. The new lease provided for 
the payment of “royalties” of 50¢ per 
ton. A minimum royalty of $10,000,000 
was to be paid in 20 annual installments 
of $500,000, regardless of production. 
Taxpayer contended that the agreement 
really amounted to a sale of 20 million 
tons of ore in place, and the proceeds 
were capital gain. The Tax Court held 
that the payments were royalties; this 
court affirms. The annual payments 
were in any event chargeable against 
royalties due on ore produced. The 
lessee’s obligation to pay the minimum 
royalty is simply additional considera- 
tion for the lease, and is the equivalent 
of bonus payments in the case of an oil 
or gas lease, which have been held to be 
ordinary income. Kittle, CA-9, 1/10/56. 


Payment from tenant for damage to 
leasehold is capital to landlord. Tax- 
payer purchased damaged property 





and the right under a lease to require 
the tenant to restore the property. It 
voluntarily agreed to accept $10,000 
from the tenant in lieu of actual restora- 
tion. Since the estimates for repairing 
and restoring the buildings exceeded 
$10,000, the payment was held to con- 
stitute a return of capital and a reduc- 
tion of taxpayer’s basis for the property. 
Hamilton and Main, Inc., 25 TC No. 99. 


Loss on stock bought to get whiskey 
offsets whiskey gain. Taxpayer bought 
stock of distilling corporations to obtain 
whiskey which the companies were per- 
mitting stockholders to buy. Due to 
state liquor regulation he had difficulty 
in dealing with the whiskey but finally 
he formed a partnership and disposed of 
it. The Commissioner treated the part- 
nership income as ordinary but al- 
lowed the loss on the stock only as capi- 
tal. The court holds the transaction 
must be treated as a whole. Only the 
net $3,000 profit is taxable. Flom, DC 
Md., 10/27/56. 


Inventor has capital gain on sale to em- 
ployer. In accordance with his employ- 
ment agreement, taxpayer sold a device 
and patent to his employer, Continental 
Oil. He was a geologist working with 
field crews and his device was made to 
assist in that work. The payments to him 
were made annually, in accordance with 
the employment agreement. In a very 
brief finding of fact and conclusion of 
law, the court finds taxpayer received 
capital gain. Beeth, DC Tex., 1/26/56. 


Capital gain on patent assignment de- 
spite “percentage of sales” (old law). 
Taxpayer granted an exclusive right to 
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make, use, and sell products covered by 
his patent for a percentage of sales dur- 
ing the life of the patent. Even though 
the parties were referred to as “licensor” 
and “licensee” in the agreement, the 
court holds that the transfer was a sale 
and taxpayer’s gain capital, in accord- 
ance with the Myers case, 6 TC 258. 
The court noted but declined to accept 
the Commissioner’s position that pay- 
ments to a patent owner based on sales 
are ordinary income. [The 1954 Code 
grants this treatment to the inventor 
and pre-development investors in the 
invention. Ed.] King, DC Tex., 


12/19/55. 


Defense housing corporation has capi- 
tal gain on sale of units. Taxpayer, 
transferee of two corporations, sues for 
refund of tax they paid on treating as 
ordinary income the gain on defense 
housing sold by the corporation. In 
1948 the corporation bought defense 
housing; the venture was not as profit- 
able as expected, so in 1950 they began 
selling the units individually as part of 
a program to convert all assets to cash 
and liquidate. The court holds that the 
gain was capital. The property was used 
in the corporate business and was not 
held for sale. Schwartzberg, DC Ill, 


12/23/55. 


Dealer has ordinary income on sale of 
unimproved land. Taxpayer, a real es- 
tate dealer, sold unimproved lots which 
he claimed he acquired to develop and 
How- 
ever, since little effort was made to 
realize the income-producing potential, 
and taxpayer displayed a willingness to 


retain as a capital investment. 


sell whenever an advantageous oppor- 
tunity presented itself, the court rules 
that the lots were held primarily for 
sale in the ordinary course of business. 
Clayton, TCM 1956-21. 


Capital gain on sale of breeding herd. 
The 1,875 ewes held by taxpayer for 
more than 6 months and sold in 1947 
constituted livestock held for breeding 
purposes. Profit on their sale was 
therefore properly reported as a long- 
term capital gain. Sproul, TCM 
1956-20. 


Capital gain on sale of patent rights in 
Western U.S. only. Taxpayer made a 
grant of the exclusive right to manu- 
facture, use, and sell a patented article 
in that portion of the U.S. west of the 
Mississippi for the life of the patents. 


The transfer was a sale of the patent 
rights; the proceeds are taxable as 
capital gain. Marco, 25 TC No. 68. 


DEPRECIATION & DEPLETION 


Can increase abandonment loss by 
showing higher cost, but must adjust 
allowable depreciation for 16 years. In 
1945 taxpayer abandoned depreciable 
assets acquired in 1929. It revised the 
allocation of the 1929 purchase price, 
attributing more of the cost to depre- 
ciable property and claiming a higher 
abandonment loss. The Tax Court ap- 
proved some reallocation, but con- 
tended that the increased basis must be 
reduced by increased allowable depre- 
ciation from 1929 to 1944. The tax- 
payer applied hindsight to change the 
original allocation, and must accept 
the burdens as well as the benefits. The 
change in depreciation is not due to a 
change in circumstances. This is a deter- 
mination of the correct basis. Superior 
Yarn Mills, Inc., CA-4, 12/21/55. 


Strip-mine contractor entitled to deple- 
tion; his fee depended on coal price. 
Independent contractors who were en- 
gaged by taxpayer, a coal company, to 
strip-mine coal from its property, were 
held to possess economic interests in 
the coal which they mined. The pay- 
ment taxpayer contracted to make for 
coal stripping was dependent upon the 
price for which the coal was sold. Ac- 
cordingly, the amounts paid the con- 
tractor must be deducted from the tax- 
payer’s gross income in computing its 
percentage depletion allowance. Vir- 
ginia B. Coal Co., 25 TC No. 102. 


Dolomite depletion determined by end 
use. The 1939 Code provides a per- 
centage depletion allowance of 5% for 
“stone,” 10% for “dolomite,” and 15% 
for “limestone,” Since there is no clear 
line of distinction between limestone 
and dolomite (one grades into the 
other), and since the use of “stone” does 
not depend on its minerological or 
chemical composition, employment of 
the end-use test is inherently necessary 
to select to the proper percentage for 
depletion. Rev. Rul. 55-700. 


ACCOUNTING METHODS 


Consummated sale cannot be altered to 
use installment method. A seller of 
property agreed to take the full pur- 
chase price in cash on closing but re- 
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served the option to require the buyer 
to pay a portion in cash and the balance 
in notes. Once the full purchase price 
was accepted in cash, the seller could 
not thereafter alter the form of the sale 
so that he could report the gain on the 
installment method. Rev. Rul. 56-20. 


Valuation of opening and closing in- 
ventory must be consistent; provision 
for estimated losses not allowable. 
Taxpayer was not permitted to adjust 
its closing inventory downward from 
cost to a lower market value; it failed 
to show that its opening inventory was 
valued at the lower of cost or market. 
Furthermore, it failed to establish that 
the market value was actually lower 
than cost. An estimate of the cost of 
reworking finished goods on hand at 
the end of the year which might be re- 
jected in proofing tests was disallowed 
as a deduction: the alleged liability for 
such costs was neither fixed nor certain 
in the taxable year. National Fireworks, 
Inc., TCM 1956-1. 


Farmer in constructive receipt of in- 
come when hogs delivered. Taxpayer, a 
farmer in the cash basis, sold and de- 
livered hogs to a company on 12/30/46. 
Although he could have requested pay- 
ment on that day, he did not visit the 
company until 1/2/47, at which time he 
received a check in payment. Taxpayer 
was held to have constructively received 
the payment in 1946, no third party or 
other outside control or practice de- 
layed the receipt. Romine, 25 TC No. 
98. 


DEDUCTIBILITY 


Mortgage discount for prepayment re- 
duces sales price; not a loss when buyer 
prepays. Taxpayer sold real estate in 
1945 for $700,000, or $650,000 if paid 
in full within two years. It accepted 
$350,000 in cash and a ten-year mort- 
gage for $350,000, which provided for 
a discount of $50,000 if paid within 
two years. In 1946 the purchaser paid 
the $300,000 and taxpayer claimed a 
loss of $50,000. This the court disallows. 
The proceeds of sale should have been 
reported as $650,000 because the seller 
was not entitled to more until the buyer 
exercised the deferred payment option. 
Michelin Corp., DC N.Y., 1/19/56. 


Taxpayer permitted to show claimed ex- 
pense was capital. Prior to 1939, tax- 
payer manufactured radios and refrig- 
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erators and always charged tooling to 
cost of manufacture .as incurred. In 
1939, it began to manufacture autos. 
Tooling cost for autos incurred and 
expensed in.1939 applied to autos sold 
in 1940 and 1941. Taxpayer therefore 
made claim for refund, asserting that 
auto tool cost was erroneously reported 
by it as a cost in 1939. The district 
court held that the filing of the 1939 re- 
turn, with auto tooling costs as an ex- 
pense, was an election to report in ac- 
with _ its 
methods. This court reverses and re- 


cordance usual accounting 
mands for determination of the facts. If 
the total cost was properly a capital 
charge, the taxpayer had no election to 
expense it. Crosley Corporation, CA-6, 
1/2/556. 


Reimbusement of estate tax not de- 
ductible by beneficiary. Taxpayer, 
beneficiary of an estate, reimbursed the 
executors for the amount of an estate- 
The reimbusement con- 
stituted a payment of estate taxes and 


tax deficiency. 


was therefore not deductible as an or- 
dinary and necessary expense. Rippey, 
295 TC No. 104. 


Payments to son not deductible as 
wages. A farmer’s son who was on ac- 
tive duty with the U. S. Army for half of 
the taxable year performed 700 hours of 
farming services for his father. There 
was no agreement that he would be 
paid for such services. The court holds 
that the father’s expenditures on behalf 
of his son for clothing, insurance, and 
college were not deductible as payments 
for services rendered. They were of a 
personal or family nature. Romine, 25 
TC No. 98. 


Corporation can deduct only part of 
fee to accountant who also served in- 
dividuals. The Commissioner’s deter- 
mination of unrecorded corporate in- 
come from real-estate sales was upheld 
in the absence of any contradictory evi- 
dence. Accounting fees for services ren- 
dered in tax matters pending against 
taxpayer, its principal stockholder, his 
family, and others were not deductible 
by the corporation except for an allo- 
cated amount. Belmont Lumber Co., 
TCM 1956-17. 


Can't defer embezzlement deduction 
beyond discovery. In 1935 a trust dis- 
covered that its trustee and his brother 
had diverted large sums of trust funds 
for their personal use. The successor 
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trustee brought suit and secured a 
judgment against them, but since they 
had no assets he was unable to collect 
anything. He also sued the bank where 
the funds were kept on the ground thal 
it participated in the diversion of the 
funds, and in 1948 recovered a judg- 
ment for a small part of the loss. In its 
1948 return, the trust claimed a net 
operating loss for the unreimbursed part 
of the diversion, maintaining that its loss 
ascertainable until its suit 
against the bank was finally settled. 
The court holds that the diversion was 
in the nature of an embezzlement loss. 
As such the loss should have been 
claimed when sustained, long before 
1948, at the latest in 1935, when fully 
discovered. Scofield Estate, 25 TC No. 
90. 


was not 


Preferred is really debt; expense of is- 
suing is amortizable. Taxpayer, a com- 
mon-law trust taxable as a corporation, 
issued preferred certificates which had 
most of the attributes of indebtedness, 
and were actually exchanged for bonds 
when the trust was subsequently incor- 
porated. Commissions of $42,500 paid 
by the trust on the original sale were 
amortized by the trust and corporation 
until stopped by the Commissioner. In 
the taxable year the property was sold 
and the corporation dissolved; a deduc- 
tion for the unamortized balance is al- 
lowed by the court. In any event if the 
certificates were stock, not bonds, the 
expenses are deductible organization ex- 
penses in the year of the corporate 
dissolution. Memorial Corporation, DC 
Tenn., 12/19/55. 


Father paid his mortgage and “gave” it 
to children; no real debt remains. In 
1947 taxpayer paid off a mortgage on 
property he owned by redeeming 74 
notes secured by a deed of trust. He 
retained the notes as the property of 
his two minor children. He filed a gift- 
tax return for 1947 reporting cash gifts 
of half the mortgage to each. In 1949 
taxpayer cancelled the notes and gave 
each child his personal note at 4% in- 
terest. The court holds no valid debt 
was owed to the children and disal- 
lowed as deductions interest paid on the 
notes in 1951 and 1952. Brown, 25 TC 
No. 105. 


Can't deduct mere agreement to make 
research grant. Taxpayer manufactured 
materials used in the treatment of rayon 
and other fabrics. In September, 1944, 


it agreed to make a grant of $4,000 to 
the Newark College of Engineering for 
research to be done from 1945 to 1946, 
the results to be available exclusively 
to the taxpayer. The grant was actually 
paid in 1945. The taxpayer, on the ac- 
crual basis, deducted the grant on its 
1944 return; the court holds that the 
grant,was deductible only when paid in 
1945. It cited Levin (219 F.2d 588) 
that no liability arises under a contract 
containing mutually dependent prom- 
ises until performance is made. Colloids, 
Inc., DC N.J., 12/16/55. 


Unamortized cost of old lease is cost of 
new lease; lessee and lessor are affili- 
ated. Gluckstern’s Inc. in 1945 ac- 
quired for $55,000 a restaurant lease 
having 10 more years to run. In 1949 
this lease was cancelled and a new lease 
immediately entered into at a higher 
rental. At the time of cancellation both 
the lessee and lessor corporations were 
owned by the same interests. The Tax 
Court held that the lessee could not de- 
duct the total amount of the unamor- 
tized cost of the old lease in 1949, but 
was required to spread such cost over 
the life of the new lease. Phil Gluck- 
stern’s, Inc., TCM 1956-9. 


Fee for accounting in partnership liti- 
gation deductible. [ Acquiescence.] Tax- 
payer paid $3,500 legal expenses in 
connection with litigation with a former 
partner in an oil venture. Under the 
Cohan rule, the court finds $1,180 
allocable to the claim for an accounting 
and deductible. The balance was a 
capital expense incurred in defense of 
title. James Petroleum Corp., 24 TC No. 
509, acq. IRB 1956-5. 


“Payouts” by bookmaker allowed as 
deductions; rent and wages paid dis- 
allowed as illegal expenses. In auditing 
an illegal bookmaking business, the 
Commissioner accepted the records as 
correctly reflecting all receipts but dis- 
allowed all “payouts” in excess of 86% 
of the amount bet because lawful pari- 
mutuel tracks in the state paid out 
851/.%. Since no fraud was alleged 
and the entries in the books were ac- 
cepted by the Commissioner as honestly 
made, the court refused to arbitrarily 
apply an inapplicable formula. The full 
deduction for “payouts” was allowed 
to stand. Deductions for wages and 
rent were disallowed because the pay- 
ments violated Illinois law and to allow 
them would be contrary to public policy. 
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The payment of wages for assistance 
in an illegal act, and of rent for illegal 
use of premises, are specifically for- 
bidden by the state law. Ross, TCM 
1956-5. 


WHAT IS INCOME 


Payment by tenant a security deposit, 
and not rental income. Taxpayers owned 
property in Miami, Florida, on which 
they gave a 30-year lease to Burdine’s 
department store. The lease granted 
the store an option to buy the property 
at the end of the term for $60,000. 
On execution of the agreement, the 
store paid the taxpayers $30,000, which 
the Commissioner argued was advance 
rental income. A jury held, on the facts, 
that the money was intended by the 
parties as a security deposit to be ap- 
plied to the purchase price of the prop- 
erty, if the option was exercised. Green- 


tree, DC Fla., 11/22/55. 


Jury finds annuity policy to fund pension 
taxable. Upon retirement in 1942, tax- 
payers employers agreed to give him 
a pension of $25 a week. In 1946 it 
gave him an annuity policy and $13,000 
to pay the tax on the value of the 
policy. He paid the tax and sues for 
refund. The judge charged the jury 
that the taxability of the annuity de- 
pends on the employers’ intent to make 
a gift or pay compensation in 1942. 
The jury finds for the government. 
Peters, DC Pa., 11/29/55. 


Indiana Toll Road Commission bonds 
exempt. The Commission is a political 
subdivision of a state. Interest on bonds 
issued by the Commission is therefore 
exempt from tax. Rev. Rul. 56-33. 


No gain on redemption of stock to 
cancel debt; value equalled basis. 
Taxpayer surrendered her stock to a 
corporation in satisfaction of a debt she 
owed it. She realized no gain on the 
transaction; the indebtedness was satis- 
fied at full value by the surrender of 
the stock at $100 a share, which was 
also its fair market value and basis to 
the taxpayer. Waldheim, 25 TC No. 96. 


Race track taxable on wager fee for 
capital improvements. Taxpayer, opera- 
tor of the Bowie track, contended that 
its case differed from Maryland Club, 
210 F.2d 367, cert. denied 347 US. 
1014, which held the club taxable on 
receipts from a fund collected by the 


Racing Commission from each track 
equal to 0.5% of amounts wagered. The 
Commissioner was authorized to pay 
back these sums to each track within 
three years in reimbursement of the 
cost of improvements. Taxpayer urged 
that its facts differed, but district court 
found the facts the same. The years in- 
volved in both cases were 1948-1950. 
The district did not consider the effect 
of 1951 amendments to the Maryland 
law. Southern Maryland Agricultural 
Association of Prince George’s County, 
CA-4, 11/9/55. 


“Gift” paid to retired employee is com- 
pensation. Taxpayer, a vice president 
of a railway company, upon retirement 
after 41/, years of service received a 
“gift” of 6 months’ salary as “a token 
of appreciation for his loyalty to the 
best interests of the Company during 
the period of his employment.” The 
payments were deducted by the com- 
pany as operating expenses. The court 
holds the payments includible in tax- 
payers income as _ compensation. 
Walker, 25 TC No. 95. 


BASIS 


Basis determined in absence of records. 
Taxpayer corporation was created in 
a tax-free organization. Its records failed 
to reflect the cost of real estate and 
mortgages transferred to it by the 
principal stockholder. In determining 
the profit on subsequent sale of the 
real estate, the court accepts a stipulated 
cost basis. The mortgages are considered 
as having been originally bought at 
a discount of at least 10%, and realiza- 
tion of this difference upon collection 
of the mortgages is held to constitute 
ordinary income. Haimovitz Realty 
Corp. TCM 1956-16. 


Basis of assets purchased with an 
annuity is equal to actual payments 
made. Taxpayer purchased a funeral 
business his former employer, 
agreeing to pay $100 weekly for a 
period of 10 years or until the earlier 
death of the seller. The seller died after 
the taxpayer had made payments of 
$20,800. The cost basis of the assets 
purchased was the actual amount paid, 
$20,800, not $52,000, the potential lia- 
bility under the purchase agreement. 
Beane, TCM 1956-8. 


from 


On sale, Commissioner is correct in us- 
ing cost and depreciation figures in prior 


Tax aspects of accounting * 241 


returns. In January, 1943, decedent 
sold a farm consisting of several parcels 
of land acquired before and after March 
1, 1913, and on which decedent had 
made some 40 improvements, to the 
U.S. for $239,496. Commissioner used 
as the basis of the improvements the 
cost and accrued depreciation which 
taxpayer had reported on his 1942 re- 
turn and assessed over $70,000 defi- 
ciency. The Tax Court sustained the 
Commissioner, holding that the estate 
failed to overcome decedent’s admis- 
sions of cost and depreciation in the 
1942 return. Affirmed on appeal. Kreis 
Estate, CA-6, 12/14/55. 


WHOSE INCOME IS IT 


Income from farms leased to wife tax. 
able to husband. Taxpayer, a physician 
in Monmouth, Illinois, had for many 
years owned four tracts of farmland, 
managed and operated by tenants. In 
1942, in order to cut down his income 
taxes, he leased the farms to his wife, 
subject to the agreements with the 
tenant farmers. The rent paid by the 
wife was measured by the real-estate 
taxes, repairs, insurance premiums, and 
part of the cost of any capital improve- 
ments. They filed separate returns; he 
included only the rent received from 
his wife, she reported the income from 
the farms less rent paid. The court held 
that this was not a bona fide leasing 
arrangement, and the taxpayer still en~ 
joyed, and was, therefore, taxable on, 
the net income derived from the farms, 
Winters, DC Ill., 1/11/56. 


Lottery prize income to nominee. A 
father purchased a lottery ticket in 1952 
at a church bazaar and wrote in the 
name of his daughter on the ticket- 
receipt. In the drawing, she won a $750 
bond. The daughter was held to have 
received taxable income of $750. Since 
her gross income exceeded $600, her 
father could not take her as a depend- 
ent. Solomon, 25 TC No. 108. 


Gross income reported on “partnership” 
form is not omitted from “partners’ ” in« 
come. The Commissioner asserted that 
taxpayers, a married couple filing indi- 
vidually, omitted more than 25% of 
gross income. If so, the 3-year statute of 
limitations on assessments would be ex- 
tended to 5 years. The Tax Court held 
that the gross income on a partnership 
return which they filed to facilitate re- 
porting community income from a store. 
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must be treated as gross income re- 
ported. They. should have reported the 
gross income on their own returns; how- 
ever, the income on the separate part- 
nership return was not omitted. Rose, 


94 TC No: 87. 
BAD DEBTS 
Commissioner can’t limit bad-debt re- 


serves to loss experience. 
Texas credit 


Taxpayers 
were associations which 
became taxable in 1948 when the orig- 
inal capital invested by a U. S. instru- 
mentality was retired. While controlled, 
it was required to set aside annual bad- 
1% and 1.2% of loans 
until the accumulated reserve reached 


debt reserves of 


5% and 6% respectively. For later years 
the Commissioner limited the addition 
to the average ratio of loss to loans from 
1934 to 1949. The business of lending 
money to farmers to finance their pro- 
duction has always been a risky one, 
as proved by the experience of other 
farm-credit associations and rural banks. 
As further evidence of that fact, one 
of the taxpayers suffered very severe 
1953, 1954, and 1955 from 
a prolonged drought. The additions 
claimed were reasonable. Winter Gar- 
den Credit Assn., DC Tex., 12/21/55. 


losses in 


Advertising man operating country 
newspapers not in financing business; 
bad debts are non-business. Taxpayer 
was, from 1929 to 1939, an employee 
of an advertising firm, and from 1939 
1944 firm. 
During this period, he bought several 
small-town 
trouble. In 


through head of his own 
newspapers in _ financial 
1944, he sold one he had 
not been able to revive and claimed 
some $30,000 advanced to it as a busi- 
ness bad debt. Pointing out his full-time 
advertising work, that he had made 
only trifling loans to other papers, that 
the other papers were published by 
corporations of which taxpayer was only 
a stockholder, the Tax Court concluded 
that taxpayer was not in the business of 
lending money. This court affirms. 
Hickerson, CA-2, 1/11/56. 


No business bad debt for advances to 
family corporation. A CPA made busi- 
ness loans to various clients and pro- 
spective clients during the years 1924 
to 1948 to increase his practice and 
create professional goodwill. He claimed 
a bad-debt deduction for a loan to a 
corporation run by relatives. Without 
deciding whether losses on loans to 
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promote business could be deducted if 
the parties were unrelated, the court 
holds that advances of $18,870 to pro- 
mote and finance this corporation were 
for the benefit of close members of 
his family, and being worthless in 1948 
were nonbusiness bad debts. Heilweil, 
TCM 1956-13. 


Debt not worthless (and deductible ) till 
security foreclosed. Taxpayer had made 
a loan secured by collateral. In 1944 
he sold the collateral and deducted the 
uncollected balance. In the prior year 
some time) the 
debtor had no assets, so that the debt 
in excess of the collateral was worth- 
less. The charge to the jury implied 
that the taxpayer might not postpone 
liquidation (and the year of deduction ) 
except for bona fide business reasons. 
This court finds that charge erroneous. 
The law and the Regulations deny a 
deduction until the debt is completely 


(and probably for 


worthless. Obviously that cannot occur 
while collateral is held. One dissent: 
motive for deferring 
liquidation is controlling; he cannot 
simply defer it to choose the best tax 
year. True, the law is confusing, be- 
cause Congress was not thinking of 
secured debts. Loewi, CA-2, 1/25/56. 


the creditor’s 


WHEN IS IT INCOME 


Contingent legal fees income when re- 
ceived, though later repaid on reversal. 
Taxpayer, an attorney, received fees in 
1948 and 1949 under a contingent-fee 
contract when a trial court awarded 
his clients a sales-tax refund. Late in 
1949 the trial court decision was re- 
versed; rehearing was denied in 1950. 
The state collected the refunded taxes 
from the attorney’s clients and the 
attorney in turn repaid part of his fees. 
The Tax Court holds that the fees were 
1948 and 1949 under a 
claim of right without any restriction 
as to their disposition or use. They 
were taxable income to the attorney 
in the year received. Phillips, 25 TC 
No. 89. 


received in 


“Agreements for deeds” are income to 
cash-basis taxpayer when received. Tax- 
payer, a real-estate dealer, was denied 
the use of the installment method of 
reporting sales in the absence of a 
proper election. Even though he was 
on the cash basis, he had to report cash 
received for “agreements for deeds”; the 
agreements were negotiable instruments 


with a ready market value equal to 
90% of their face value. Haimovitz, 
TCM 1956-15. 


MISCELLANEOUS 


No abnormality relief for new maga- 
zine; can’t allocate income to other 
years. Taxpayer claimed that its ad- 
vertising income from a new magazine 
for the frozen foods trade was abnormal. 
The court doubted that the prepublica- 
tion research done by the taxpayer’s 
staff was the “development of a tangible 
property” described in the Code. How- 
ever, even if it was, taxpayer did not 
prove that income was properly allo- 
cable to another year. E. W. Williams 
Publications, Inc.; 25 TC No. 40. 


Expense reimbursement in excess of out- 
lay not tax-free. Taxpayer was president 
and stockholder of a corporation. He 
sued, in a_ stockholders’ derivative 
action, for the return of certain shares 
of stock he alleged had been illegally 
issued to others. In settlement of this 
suit, his attorney was paid cash, and 
he received shares with a market value 
of $15,000, “to reimburse him for ex- 
penses” incurred in the suit and to be 
incurred under a gas contract he also 
received. In the Tax Court he argued 
for Section 107 taxation of the $15,000. 
The Tax Court held the payment was 
for reimbursement, not compensation. 
On appeal taxpayer argues that no ex- 
penses were incurred and that he had 
received a tax-free windfall. The court 
points out that he cannot raise this new 
issue on appeal. In any event the prin- 
ciple of Glenshaw Glass—that triple 
damages in antitrust litigation are 
income—is applicable. Dall, CA-2 
12/25/55. 


Assessment on stock increases basis; re- 
covery not taxable, no benefit for pre- 
vious write-off. Taxpayers were legatees 
of an estate which held bank stock in 
1933. The stock had cost the decedent 
$400,000. It was worthless in 1933 but 
the write-off did not result in tax bene- 
fit. An assessment of $150,000 was paid 
in 1936 and 1937. In 1942 about $133,- 
000 recovery was received by the 
legatees. The Tax Court held that these 
transactions must be considered to- 
gether. The assessment added to basis. 
The amount recovered in 1942 was less 
than amounts written off without tax 
benefit in prior years. Murray, CA-6, 
2/2/56. 
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NEW DEVELOPMENTS IN 


‘Payroll taxes 


EDITED | 


PETER G. DIRR 





Who is charged for benefits when employee 


had many jobs during past year? 


N OUR CONTINUING effort to keep track 
of the problem of proper charges to 
the employer’s account in respect of 
benefits paid, we picked up the follow- 
ing very interesting notes on the New 
York situation by Samuel S. Ress. Writ- 
ing in the New York CPA, he comments 
on this perplexing situation this way: 
“How employers are charged for un- 
employed claimants’ _ benefits—The 
charging formula used by the Division 
of Employment is something of a 
mystery to many employers and their 
accountants, in the cases of claimants 
who had not been employed by the 
employer just prior to the filing of an 
application ‘for unemployment insur- 
ance benefits by the claimant. How is 
it decided which former employer is 
charged and for how much? Only those 
firms which gave the claimant some 
work in the 52 weeks before he filed his 
claim can be charged in this way. 
“The last employer is the first one 
debited for as many weeks of benefits 
as he gave the claimant weeks of em- 
ployment, not to exceed 26 weeks in 
the benefit year of the claimant. Then, 
the next to last employer is charged for 
the number of weeks of employment 
provided by that employer, and so on 
back to the first employer until 26 
benefit checks have been paid to the 
claimant, or until the 
claimant gets a new job and holds it. 
“When a notice of benefit charge is 
made the charged employer should try 
to have the charges stopped by making 
a job offer to the claimant. 
“Unemployment benefits and dis- 
qualifications—Accountants should fa- 
miliarize themselves with the benefit 
schedule and the conditions under 
which benefits may be paid legally, so 
as to prevent unwarranted _ benefit 
charges to the employer-client’s ac- 
count. Full benefit checks range from 
$10 through $36 per week, based on 


unemployed 


average earnings ranging from under 
$16 to over $70 per week. The claimant 
must show that in the 52 weeks before 
he filed his claim, he worked in covered 
employment during at least 20 different 
weeks with earnings of at least $300 
in those 20 weeks. 

“If the claimant left his job without 
good cause, his benefits will be held 
up for at least 6 weeks, unless he gets 
a bona-fide job during that suspension 
period and loses the job legitimately. 
Loss of a job due to misconduct in con- 
nection with the employment will cause 


-an extended waiting period of 7 weeks 


to be imposed. 

“If the claimant refuses other suit- 
able employment after becoming un- 
employed, he loses his unemployment 
insurance for as long as he remains 
unemployed. If he is not ready, will- 
ing, and able to work, the benefit claim- 
ant may not legally receive unemploy- 
ment insurance. Loss of employment 
due to a labor controversy in the place 
of employment will hold up benefits 
for 7 weeks or the end of the dispute, 
whichever period of time passes first.” 

With the expanded coverage in New 
York State, many trade and employer 
associations plan to conduct educational 
forums to explain procedures to the 
newly covered employers of three indi- 
viduals. 

No one can quite foresee the impact 
that these newly covered small em- 
ployers may have on the state funds 
or the size of fund index. Also, the 
success of “request reporting” is at 
stake since the cooperation of all em- 
ployers, large and small, furnishing 
timely information to the Division of 
Employment is necessary. In explana- 
tion of the various aspects of the New 
York State Unemployment Insurance 
Law, the Commerce and_ Industry 
Association of New York recently pub- 
lished a 35-page booklet entitled A 
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Practical Guide to the Unemployment 
Insurance Program for New York Em- 
ployers. It is recommended reading 
for New York State employers. Copies 
may be purchased at the Association’s 
offices located at 99 Church Street, New 
York 7, New York. 


Supplemental plans may cause 
increase in state payments 


THE NEW SUPPLEMENTAL unemploy- 
ment plans recently negotiated in the 
auto, can, and other industries seems 
likely to increase the drain on state re- 
serves by accelerating the filing of 
claims by laid-off workers, says Philip 
Booth, in the December issue of the 
Employment Security Review. Mr. 
Booth, who is chief of the Division of 
Program and Legislation of the Bureau 
of Employment Security, deals with 
“Myths and Realities in Unemployment 
Insurance.” One of the myths that he 
attempts to dispel is that “people prefer 
benefits to jobs.” Using the facts pre- 
sented, a very interesting question is 
posed. Mr. Booth writes: 

“Many jobless workers do not take 
advantage of their benefit rights, at 
least not immediately, even when they 
are unquestionably eligible. Our experi- 
ence provides little support for the no- 
tion that when layoffs take place, all 
the workers hurry down to the employ- 
ment office to file benefit claims, the ink 
on their layoff notices still wet. All 
studies which have been made show a 
consistent lapse of time between the last 
day of work and the date of filing a first 
claim. Figures from California, Florida, 
Michigan, and New York, for example, 
show that almost half the workers filing 
their first claim in a benefit year have 
waited more than a week after their job 
ended, a third waited more than two 
weeks, and a fifth more than a month.” 

How will this experience stand up in 
the light of the supplemental unemploy- 
ment plans negotiated in auto, can and 
other industries? Laid-off workers can- 
not draw supplemental benefits unless 
they produce evidence that they are 
drawing state benefits. It would seem, 
then, that workers would be encouraged 
to file immediately for unemployment 
benefits even though they may not have 
done so in the past. This could seriously 
affect state reserves. It might also be 
another example of ways in which the 
costs of supplemental unemployment 
benefits are being absorbed not only by 
those companies having negotiated con- 
tracts but also by industry generally. * 
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Two new Supreme Court appointments make 


likely wider taxation 


[" USED TO BE that death and taxes 

were certain—but death, when it 
comes to Justices of the Supreme Court, 
can change the course of taxation, as 
Jerome Hellerstein brings out in his 
review of State Taxation of Interstate 
Commerce by Paul J. Hartman. Writ- 
ing in the Notre Dame Lawyer, Mr. 
Hellerstein says that the recent deaths 
of Chief Justice Vinson and Justice 
Jackson may presage a new line in the 
Supreme Court’s approach to state taxa- 
tion under the Commerce Clause. We 
quote: 


Multiple-taxation doctrine 


In 1938 a new liberalization of state 
taxation under the commerce clause 
was charted by the enunciation by Jus- 
tice Stone of the multiple taxation doc- 
trine. No longer was a tax to be in- 
validated merely because it was im- 
posed on an exclusively interstate busi- 
ness. The Commerce Clause was found 
not to create an area of trade free of 
state taxation, but merely to prevent 
the risks of imposition on the nation- 
wide businesses of cumulative burdens 
of taxation not borne by local business. 
The Court began to hew out a new 
series of decisions under Justice Stone’s 
aegis. This line was continued after his 
death under the leadership of Justice 
Rutledge (with the aid of Justices 
Douglas and Murphy and at times of 
Justice Reed, while Justice Black fol- 
lowed his own more sweeping view 
that non-discriminatory state taxation 
is valid under the Commerce Clause 
until Congress acts). These holdings 
and the accompanying opinions indi- 
cated that fairly apportioned franchise, 
gross receipts, and income taxes could 
be applied to interstate businesses with- 
out violating the Commerce Clause. 
And at the same time, the area of local 
activities subject to state taxation—in 
sales taxation and in some local privi- 


of interstate business 


lege taxes—was extended. Where the 
Court found that a particular, unap- 
portioned levy, if upheld, would sub- 
ject the taxpayer to the risk of a cumu- 
lation of similar levies in other states, it 
tended to uphold the tax as an impo- 
sition on an intrastate activity. 

In 1946, however, under the leader- 
ship of Mr. Justice Frankfurter, with 
strong support from Mr. Justice Jackson 
and the vote of Chief Justice Vinson, at 
times supported by Justice Reed and 
more recently Justices Burton and Min- 
ton, a reversion to the ancient regime 
set in. The multiple taxation doctrine 
and its keystone, apportionment, were 
cast under a shadow and at times repu- 
diated; “direct taxes” on interstate com- 
merce and taxes on the “very flow of 
commerce” were declared to be invalid, 
irrespective of the absence of danger of 
multiplication of taxation. Perhaps the 
high point (or low point, depending on 
one’s view of the retrogression to pre- 
1936 thinking) was reached in the 
Spector case (340 U.S. 602(1951)), 
where a doing-business tax, measured 
by net income fairly apportioned to the 
state, was invalidated as applied to a 
trucking company maintaining exten- 
sive terminals and pick-up facilities in 
the taxing state. The court relied on the 
metaphysical dogma that a levy called 
a tax on the privilege of doing business 
is per se invalid under the Commerce 
Clause. This was about the temper of 
latest decisions when Mr. Hartman 
completed his work in 1953. 


Criticism of pre-1938 views 


Mr. Hartman is severely critical of 
the pre-1938 views of the court, now 
largely reinstated, as ““. . . overzealous 
in protecting interstate commerce. 
at the expense of local interests . . .,” 
as placing local business at a competi- 
tive disadvantage with interstate busi- 
ness. The distinctions drawn are char- 


acterized as “arbitrary,” “unrealistic,” 
“unreliable,” and “mechanical” and the 
entire approach as “conceptual.” He is 
generally sympathetic to the multiple 
taxation test, which he characterizes as 
a “pragmatic approach” that avoids the 
“mental gymnastics” involved in trying 
to ascertain whether there is a locally 
taxable event and in which practical 
consequences become the test of con- 
stitutionality in a new “wholesome 


philosophy.” His view of the “truth” | 


of the matter is to be found in Justice 
Clark’s statement that interstate com- 
merce “receives adequate protection 
when state levies are fairly apportioned 
and non-discriminatory.” Mr. Hartman 
concludes that. two alternatives are 
open; either the court can “. . . 
abandon its present position of granting 


tax immunity to interstate commerce; or | 


Congress, by giving consent, can clear 


the constitutional path for local taxa- | 


tion.” Because he finds the prospects 
of achieving taxability by judicial de- 
cision alone dim, Professor Hartman 


recommends Congressional action. In | 


brief, he advocates Congressional legis- 
lation prescribing the permissive limits 
of state taxation through the authoriza- 
tion of certain types of levies and the 
prohibition of others, including th 
establishment of acceptable allocatio 
methods. Such proposals have been 
more fully examined by other students 
in the field. 


A new reversal 


It is the irony of the fates that the 
ink was hardly dry on Professor Hart- 
man’s work before straws appeared in 
the wind that we may be in for a new 
swing of the constitutional pendulum 
in which the majority may again 
embrace Justice Stone’s multiple-taxa- 
tion approach to state taxation under 


the Commerce Clause. In September | 


1953 Chief Justice Vinson died and 
President Eisenhower made his first 
Supreme Court appointment by desig- 
nating Chief Justice Warren as Vinson’s 
successor. Vinson had generally been a 
member of the old guard on the bench 
in commerce clause-state taxation de- 
cisions. The new Chief Justice appears 
to have become a part of the avant 
garde by joining in Mr. Justice Clark's 
dissent (along with Justices Douglas 
and Black) in Railway Express Agency, 
Inv. v. Virginia (347 U.S. 359 (1954) ), 
in which, quoting from his dissent from 
the Spector case, Justice Clark reiter- 
ated his view that a “non-discriminatory 
state tax fairly apportioned and not ex- 
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may properly be levied 
against a corporation which obviously 
could not engage in interstate com- 
merce in the state without using the 
facilities and services of the state.” Now 
death has removed Justice Jackson, one 
of the most effective of the supporters 
of the pre-1938 doctrine, whose trench- 
ant opinions gave a modern touch to 
the philosophy of the ancient regime. 
The appointment of Judge Harlan as 
successor to Justice Jackson indicates 
the delicate balance on which may hang 
the great issues of the limitations on 
state taxation imposed by the Com- 
merce Clause. % 


cessive 


California provides new 
means to determine residence 


CALIFORNIA PERSONAL income-tax law 
now provides that a person may have 
the Superior Court decide whether or 
not he is a resident of that state. Pre- 
viously it was permitted to bring a suit 
under the California income tax only 
after paying the tax and claiming a 
refund. 

The new provision requires that an 
alleged resident must first protest the 
notice of proposed deficiency issued by 
the Franchise Tax Board. If the Board’s 
action is unfavorable, he has to appeal 
to the State Board of Equalization. If 
their decision is also unfavorable, tax- 
payer then may begin an action in the 
Superior Court to determine the fact 


of his residence. w 


Tax on sales to government 
disturbs Arizona 


ARIZONA BUSINESSMEN want sales to the 
federal government to be exempt from 
the 2% state sales tax. Legislators and 
the governor are being asked for a 
special session to act on the tax, which 
was omitted from a 1954 tax law revi- 
sion. 

One company has brought suit to re- 
cover the taxes it has paid on sales to 
the U.S. A superior court has ruled the 
tax unconstitutional, and the attorney 
general has appealed the case to the 
state supreme court. 

The Douglas Aircraft Co. of Cali- 
fornia has asked for a ruling on whether 
or not it has to pay the sales tax on 
planes produced in California but modi- 
fied, tested, and delivered to the federal 
government at its Tucson plant. w 
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New Nevada study shows how sales tax 


affects individual taxpayers at various rates 


HE NEVADA TAXPAYERS ASSOCIATION 

recently published a pamphlet on 
the comparatively new Nevada Sales & 
Use Tax law. Here are some of the in- 
teresting observations in digest form: 
“An average family earning $5,200 
annually will pay approximately $61 
per year in sales tax at the present 2% 
rate. This would about 
$17.50 per person. 

This same family could be expected 
to pay about $54 annually in sales tax 
at a 3% rate which excluded all food 
and drugs. This would amount to ap- 
proximately $15.60 per person. 

Use of a different source for data on 
expenditure items, based on a “typical” 
family rather than an “average” family, 
indicates an annual sales tax of about 
$54 at the 2% rate and $52 at the 3% 
rate excluding food. 

Certain accounting problems would 
result from the exclusion of food and 
drugs, evasion might increase and the 
cost of administration would be higher. 
Some observers say that the problems 
would negate the advantages gained, 
but supporters of this plan claim that 
these problems would be a small price 
to pay for greater public acceptance of 
the tax. 

Business and industry will pay a large 
amount in sales and use taxes, but the 
total cannot be accurately estimated. 

Tourists and convention delegates, 
who are taxed in no other way, pay a 
sizeable proportion of the sales tax. 

Sales and use tax receipts for the first 
year (July 1, 1955, to June 30, 1956) 
may be expected to reach $8 million. 

If food for home consumption and 
drugs were excluded from sales tax and 
the rate remained at 2%, the annual 
receipts could be expected to be ap- 
proximately 25% less, or about $5.9 
million for the year. 

If food for home consumption and 
drugs were excluded and the rate was 
increased to 3% on the remaining items, 
the annual receipts could be expected 
to increase about 12.5%, resulting in an 
annual revenue of approximately $8.9 
million. 


amount to 


Tourists affect results 


The fact that the family burden goes 
down slightly if food and drugs are 
exempted from the sales tax and the 
rate is increased to 3% and, at the same 


time, the total revenue produced in- 
creases, points up: 

(a) The relatively large share of the 
tax paid by tourists, and 

(b) The shift in incidence (or bur- 
den) of the tax to tourists and, un- 
avoidably, to business and industry 
within the state. 

If Nevadans vote out the sales tax, 
either education and welfare funds will 
have to be drastically reduced or new 
revenue sources will have to be ex- 
ploited. 

If Nevada adopted an income tax 
which was sufficient to raise $8 million 
it would probably have to have the 
highest rate in the nation, especially on 
incomes of less than $10,000. 

Nevada’s cost for administering the 
sales tax will be about $2 per $100 col- 
lected. Utah now spends 70¢ per $100 
collected and California will spend be- 
tween $1.57 and $1.78 per $100 col- 
lected. Although Nevada’s cost will 
normally run relatively high, especially 
compared to Utah, it is still an eco- 


a 


nomical tax to administer. w 


N. Y. State loses $34,000,000 
revenue through evasion 


spas EVASION in New York state dur- 
ing the last three years has amounted 
to more than $34,000,000, according to 
a survey made recently by Fairbanks 
Associates, management consultants of 
Greenwich, Connecticut. Most of the 
loss, the report stated, came from exag- 
gerated statements by taxpayers on 
amounts given to charitable and relig- 
ious organizations and on business ex- 
penses. The worst offenders in this 
appear to be in the middle income 
bracket; those earning between $5,000 
to $6,000. As an indication of what the 
report terms “deductions which seemed 
beyond the limits of reasonableness,” 
the study cited that 34 per cent of this 
class had claimed $1,000; 17 per cent 
$1,250 and 7 per cent $1,500 and over. 

In addition, the survey reports, the 
state is losing large amounts of revenue 
on the returns of farmers and sole 
proprietors of businesses. These returns, 
it was felt, are not being examined with 
enough care. The state, in these cases, 
does not have information as good as it 
has for salary recipients. we 
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CA-8 says payments to retiring stockholder 


not dividend; Tax Court over-ruled 


LTHOUGH THE TAXPAYERS finally 
A won in the Tucker case (see 4 
JTAX 90), few advisers would counsel 
reliance on it or advise use of its method 
to reduce the interest of one stockholder. 
Where the selling stockholder was being 
completely bought out, the simplest 
way taxwise would be for the corpora- 
tion to purchase all stock in what would 
be a partial liquidation. Presumably 
here the parties could not agree on the 
price and, from a business point of view, 
a price based on profits for a limited 
number of years seemed like an excel- 
lent solution. But it would have been 
an expensive one if the Tax Court had 
prevailed. That court said: 

The issue before us revolves around 
the following circumstances. Univer- 
sal Motor Company, during the periods 
in question, was a Ford dealer. Earle F. 
Tucker was the general manager. In 
1945, just prior to the first of May, 
when the transactions in question were 
consummated the stock holdings were 
as follows: 


Blanche E. Fleck. ... 
John R. Fleck....... 
Gordon V. Cox...... 
Earle F. Tucker..... 


151 shares 
57 shares 
80 shares 

112 shares 


In accordance with the policy of the 
Ford Motor Company, its representative 
insisted that at least 51 per cent of the 
stock of Universal Motor Company be 
owned by the individual who was re- 
sponsible for its active management. 
Failure to comply would have resulted 
in cancellation by Ford Motor Company 
of the dealer agreement, and the selec- 
tion of a new Ford dealer, who may 
have been Tucker. In all events, if Uni- 
versal Motor Company was to continue 
as a Ford agency, a recasting of its 


structure was necessary. Since Tucker 
was to continue to manage the business, 
it was logical that he should become the 
owner of 51 per cent of the stock. Fleck 
was active in another business, to which 
he gave substantially all of his time and 
attention. Cox was an attorney with an 
active practice who would not have had 
the time to devote to Universal Motor 
Company. There is nothing to indicate 
that he had any experience which 
would qualify him to manage the com- 
pany. Likewise, there is nothing to in- 
dicate that Mrs. Fleck had such experi- 
ence or qualifications. 


Tucker needed Cox’ stock 


Fleck and Tucker had been closely 
associated for some time. Fleck wanted 
to retain a substantial interest in the 
business, either directly or through his 
wife, or both. If Fleck were to retain a 
substantial interest, and Tucker were to 
own 51 per cent of the stock, any solu- 
tion of the problem necessitated the ac- 
quisition of the Cox stock interest by 
Tucker. Cox was by no means anxious 
to sell. In the negotiations which ensued, 
the interests of Tucker and Fleck were 
interrelated, and they cooperated with 
each other in dealing with Cox. The 
latter evidently realized he was in a key 
bargaining position. 

The negotiations ultimately resulted 
in Tucker’s acquisition of 12 shares of 
stock from Mrs. Fleck, and all of the 
stock holdings of Cox. The latter trans- 
action was accomplished in several 
steps, which were interrelated and an 
integral part of the whole. 

Tucker personally paid $225 per 
share for all of the stock owned by Cox. 
At the same time, the Universal Motor 
Company entered into an agreement 
with Cox in which it obligated itself to 


pay him 20 per cent of its profits for five 
years, together with other amounts not 
here in issue... . 

It is our view that the several steps 
taken to effect the transfer of the Cox 
stockholdings to Tucker were part of a 
single transaction. Part of the con- 
sideration was paid by Tucker direct to 
Cox at the rate of $225 per share. It is 
clear from the record that Cox would 
not and did not sell his stock at that 
figure. . . . Without such payments (or 
some equivalent satisfactory to Cox) 
Tucker could not have acquired the 
stock owned by Cox. With such pay- 
ments, Tucker did acquire the stock . . . 
[and] . . . become the majority stock- 
holder. The payments were made for 
his benefit, with his cooperation and at 
his direction (together with that of the 
other stockholders). 

We think it clear from the foregoing 
that Tucker in purchasing the stock 
from Cox indirectly paid the additional 
consideration to Cox through the me- 
dium of the use of corporate funds 
which were paid out with the knowl- 
edge and consent of the holders of all 
of its stock... . 

The law is well established that the 
disbursement of corporate earnings serv- 
ing the ends of a stockholder may con- 
stitute a dividend to such stockholder 
notwithstanding that the formalities of 
a dividend declaration are not observed; 
that the distribution is not recorded on 
the corporate books as such; that it is 
not in proportion to stockholdings; or 
even that some of the stockholders do 
not participate in its benefits. . . . 


Core of the problem 


It is urged on Tucker's behalf that 
the payments of 20 per cent of profits 
made by the corporation to Cox were 
supported by a valuable consideration 
accruing to the corporation itself as 
distinct from Tucker or any other stock- 
holder. His position is that the very life 
of the corporation was in the balance, 
because Ford Motor Company would 
have cancelled the dealer franchise if 
Tucker had not been able to acquire 
51 per cent of its stock. It is clear that 
the transaction produced an intangible 
benefit to the corporation. By the same 
token, a like intangible benefit passed 
to Tucker, both as stockholder and as 
an officer holding a lucrative position. 
We point out, however, that we are not 
here dealing with niceties relating to 
the general principles of law upon 
which, in a different setting, we might 
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be called upon to determine, as the de- 
cisive issue in a case, whether or not a 
particular contract was supported by a 
consideration. We are now 
dealing with the practical application 
of the tax laws to the particular transac- 
tion before us which involves several 
steps with more than one element com- 
prising the consideration. 

Keeping before us the practical as- 
pects of the application of the tax laws, 
the core of the problem is that Tucker 
acquired stock from Cox; that his acqui- 
sition of such stock was a material fac- 
tor not only in acquiring control of the 
corporation, but also in insuring his posi- 


valuable 


tion and compensation as general mana- 
ger; that he paid part of the price di- 
rectly and out of his own funds; that 
the balance was paid by unanimous 
consent of all interested parties out of 
the funds of the corporation, the control 
of which was acquired by him at the 
time the arrangement to purchase the 
Cox stock was consummated; and that 
the payments made by the corporation 
to Cox were for Tucker’s benefit al- 
though they also brought intangible 
benefits to the corporation and others 
in varying degrees. 


Circuit court disagrees 

The circuit court, however, saw it 
differently. It said: 

The deal that was made with Cox 
resulted in the company’s retaining its 
franchise—perhaps its most valuable 
asset—and was of benefit to it as well 
as to John R. Fleck and his wife and 
to Tucker. The contract between the 
company and Cox was supported by a 
valuable consideration, and was for a 
proper corporate purpose, namely, to 
preserve a valuable corporate asset and 
to enable the company to continue as 
a going concern. We think that to treat 
the payments made by the company to 
Cox, during the years in suit, as in- 
come constructively received by Tucker 
was carrying the doctrine of construc- 
tive dividends too far. 

This is not a case where one in con- 
trol of a corporation has, under the 
pretense of corporate action, siphoned 
off its profits for purely personal pur- 
poses. See Byers v. Commissioner of 
Internal Revenue, 8 Cir., 199 F.2d 273, 
and Dickey v. Burnet, 8 Cir., 56 F.2d 
917. It is not, in our opinion, a case 
where Tucker had “unfettered com- 
mand” over the profits ultimately paid 
by the Universal Motor Company to 


Cox under his contract. Corliss v. 
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Bowers, 281 U.S. 376, 378. Neither can 
the contract between the company and 
Cox properly be said to be one of those 
anticipatory arrangements whereby 
“the fruits are attributed to a different 
tree from that on which they grew.” 
Lucas v. Earl, 281 U.S. 111, 114-115. 
We find no adequate basis in the evi- 
dence for the ruling of the Tax Court 


that Cox’s income from his contract 
with the Universal Motor Company 
during the years in suit was legally tax- 
able to Tucker, who did not receive it, 
could not have received it, and was 
certainly not benefited by the pay- 
ments made by the company to Cox 
to any greater extent than were John 
R. Fleck, his wife and the company. * 


Loss carryovers to consolidated returns: a 


new rule is needed under 1954 Code 


COMMENT in THE JOURNAL OF TAxa- 
TION for February 1956 referred to 
recent suggestions that the consolidated 
returns regulations should provide for 
carryover of losses from a_ separate 
return year of a subsidiary to the con- 
solidated return year without limita- 
tion. The comment pointed out that 
past and current regulations of the 
Treasury provide no loss carryover is 
allowed on a consolidated return for a 
subsidiary’s loss during a year when 
separate returns were filed except to 
the extent of the income of the sub- 
sidiary for that year. The writer of the 
comment expressed the opinion that 
the Commissioner was sound in reject- 
ing the suggestion that 
carryovers be allowed. 
The comment regards the carryover 
of losses from separate return years to 
consolidated return years under the 
1954 Code as a question of the concept 
expressed in prior consolidated returns 
regulations versus the concept of section 
381. Section 381 of the 1954 Code 
permits a parent corporation owning 
80% or more of the stock of a sub- 
sidiary to liquidate or merge the sub- 
sidiary and losses against 
the income of the parent corporation 
after the period of liquidation. Con- 
solidated returns regulations prior to 
the 1954 Code and the current issue 
of regulations under the 1954 Code 
(§1.1502-31(b)(3)) do not allow the 
equivalent benefit (of an unlimited loss 
carryover) where the subsidiary is not 
absorbed in a liquidation or merger 
but a consolidated return is filed. 
The question whether the regulations 
should have adopted a rule in line with 


such losses 


carryover 


by NORMAN A. SUGARMAN 


the spirit of Section 381 is a funda- 
mental one. Whether or not such a 
major change is desirable there is a 
group of corporations who are being 
unfairly deprived of loss carryover. The 
1954 Code for the first time reduces 
from 95% to 80% the stock ownership 
requirements for filing a consolidated 
return. This reduction reflects an ex- 
panded concept of an affiliated group. 
The question is when this expanded 
concept is to be given effect? 

Assume a situation in which a parent 
corporation owned 80% of all of the 
stock of a subsidiary during 1950 and 
all subsequent years. The two corpora- 
tions were unable to file consolidated 
returns under the 1939 Code because 
they did not meet the 95% stock owner- 
ship requirement. The 1954 Code now 
provides that these two corporations 
are an affiliated group. They are en- 
titled to file consolidated returns for 
1954 and subsequent years. When are 
losses of the subsidiary to be taken into 
account in computing the income of the 
affiliated group? For example, assume 
that the subsidiary had a loss in 1953 
(after taking into account carrybacks) 
and again in 1954 and 1955. It is clear 
under these circumstances and under 
the present provisions of the con- 
solidated returns regulations that the 
1953 loss of the subsidiary may not be 
applied against the income of the 
affiliated group for 1954 or 1955. Yet, 
the group was an affiliated group (as 
now defined) in the year of the loss, 
and Congress recognizes it as an 
affiliated group in 1954 and in 1955. 
Should not all the losses of the sub- 
sidiary be allowed against the income 
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Coming next month... 


EXTENSIVE ANALYSIS 
OF NEW SUB-CHAPTER C 
REGULATIONS 


Eight of the mid-west's best known 
tax lawyers and accountants will 
comment extensively on the new 
Sub-Chapter C Regulations in a 
symposium appearing here in this 
department next month. 


DON'T MISS THIS PRACTICAL 
STUDY 











of the group in determining the con- 
solidated net income? 

It is no answer to the above problem 
to say that the consolidated returns 
regulations have always denied carry- 
overs from separate years to consoli- 
dated years. If the corporations had 
been affiliated by 95% stock ownership 
in the year of the loss they would have 
had the option to file a consolidated re- 
turn. But for the period 1950 through 
1953 an 80% affiliated group could not 
file a consolidated return, and under the 
present regulations the losses of an 80% 
subsidiary incurred in that period can- 
not be applied against the income of 
the affiliated group during the period 
1954 to 1958. The effect of carrying 
over the old rule is to postpone the 
effect of the enlargement of the con- 
solidated group until 1959, for not until 
that date will it be possible for the 
affiliated group to enjoy the benefit of 
all losses incurred by the affiliated 
group. 

The problem described is a transition 
problem resulting from the change in 
concept between the 1939 Code and 
the 1954 Code. It is not a matter of 
carrying over into the consolidated re- 
turns regulations the effects of a merger 
or a liquidation under section 381, al- 
though the fact that Congress allows 
such carryovers under section 381 cer- 
tainly is an indication that at least the 
spirit of that section (based as it is 
also upon 80% affiliation) makes the 
failure of the current consoliated re- 
turns regulations to recognize this tran- 
sition problem even more strange. 

Interestingly enough, the new regula- 
tions do recognize one phase of the 
transition problem from the 1939 Code, 
but the limited recognition makes the 
treatment of loss carryovers from an 
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80% subsidiary even more inequitable. 
The regulations go only so far as. to 
permit loss carryovers from an affiliated 
group filing a consolidated return under 
the 1939 Code to an affiliated group 
filing a consolidated return under the 
1954 Code where all members of the 
1954 group would have been members 
of the 1939 group if the 1954 law had 
been applicable. The rule may be 
illustrated by the following: 

X Corporation owns 80% of the stock 
of A Corporation which owns 95% of 
the stock of B Corporation. Under the 
1939 Code A and B were an affiliated 
group. A and B filed consolidated re- 
turns prior to 1954. X, A and B are an 
affiliated group under the 1954 Code 
and file a consolidated return. If the 
A and B group had a loss in 1953, the 
regulations permit a loss carryover to 
the 1954 consolidated return in full and 
not limited to the 1954 income of A 
and B. Note that, if A and B were one 
corporation (the situation we have been 
discussing) the regulations would not 
permit a full loss carryover in the con- 
solidated return for 1954 (the loss 
would be limited to the income of A-B 
for 1954). Likewise, if the loss prior 
to 1954 had been sustained by X rather 





Can't deduct “interest” on debentures 
issued for preferred. For the purpose 
of transforming their interest into debt, 
preferred stockholders of taxpayer ex- 
changed their 2% preferred for “pre- 
ferred debentures.” The court finds the 
new certificates are not indebtedness— 
there is no fixed maturity and they are 
junior to general creditors. Beaver Pipe 
Tools, DC Ohio, 12/29/55. 


Corporation payment for stockholder’s 
farm for “entertainment” a constructive 
dividend. Taxpayer’s president and 
50% stockholder owned a farm which 
he developed as a unique horticultural 
showplace. He entertained both per- 
sonal friends and business customers 
there. Not quite half the cost of cre- 
ating and maintaining the showplace 
was charged to the corporation. The 
Tax Court held that the corporation had 
not met the burden of showing that the 
expenses were ordinary and necessary. 
This court affirms the record of busi- 
ness use of the farm was meager. The 
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than by A and B, then the loss would 


not be available against the income of 


the group for 1954 (except to the ex- 
tent of the income of X). 

These inconsistencies in treatment 
indicate that fortuitous circumstances 
may cause important tax changes. Such 
results are particularly unfortunate in 
a transition period and the regulations 
should seek to avoid them. 

A provision permitting a pre-1954 
loss of an 80% subsidiary to be carried 
to a consolidated return for a period 
after enactment of the 1954 Code would 
not be a retroactive application of the 
1954 Code. It would merely give im- 
mediate effect to the change of law 
effected by the 1954 Code. It is entirely 
a matter of properly computing, for the 
purpose of filing 1954 and later returns, 
the taxable income of a group that is 
(and always was) an affiliated group 
under the 1954 definition. vr 


[Mr. Sugarman is a partner in the 
Cleveland, Ohio, law firm of Baker, 
Hostetler & Patterson. His views on the 
foregoing matter are of especial interest 
in view of his recent service as Assistant 
Commissioner of Internal Revenue, 
Technical. ] 


Tax Court was also correct in treating 
these disbursements as dividends to 
the stockholder. Greenspon, CA-8, 
2/2/56. 


Partial stock redemption is dividend 
despite business contraction. Decedent 
was president-manager of a family cor- 
poration operating a department store. 
Due to his illness, the corporation sold 
the store, business, inventory, etc., in 
1946 for cash. Later in the year the 
corporation began operating a some- 
what smaller store. Since the capital 
needed was smaller, the corporation 
redeemed one-half the stock at book 
value and reduced the legal capital. 
The Tax Court, applying the “essen- 
tially equivalent” test, held that the 
distribution (to the extent of the corpo- 
ration’s surplus) is taxable as a divi- 
dend. Reduction of the large cash ac- 
count of the firm could have been ac- 
complished by a dividend; that tax 
saving was not a motive is not control- 
ling; the contraction of the business is 
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important but not controlling. This 
court affirms. Chandler Estate, CA-6, 


12/3/55. 


Distribution from earnings taxable as 
a dividend. The Tax Court finds a pro- 
rata distribution to stockholders taxable 
to them as dividends. The corporation 
had sufficient net earnings for the tax- 
able year even though it had a deficit 
at the beginning and end of the year. 
Waldheim, 25 TC No. 96. 


Bargain purchase of corporation’s stock 
is a dividend. Taxpayer, a corporate 
officer and stockholder in a family cor- 
poration, in settlement of a dispute 
with the other stockholders and corpo- 
rate directors was permitted to acquire 
for $7,500 corporate stock having a fair 
market value of $25,800. Taxpayer 
was held to have received a taxable 
dividend to the extent of the bargain. 
Since he omitted the dividend from in- 
come, which dividend was in excess of 
25% of the amount of gross income 
reported, the 5-year statute of limita- 
tions was applicable. Waldheim, 25 
TC No. 96. 


Redemption of corporate stockholder’s 
preferred, at time of sale of common, 
a sale. Taxpayer, a finance company, 
was the majority stockholder in each of 
two auto-dealer corporations. For vari- 
ous reasons it desired to divest itself of 
these interests completely by a transfer 
to the minority stockholders and others, 
but wanted to receive a dividend 
(against which the 85% dividend- 
received credit would be allowable), 
not make a sale subject to the capital- 
gains tax. To do this and to reduce the 
value of the common and the price the 
purchasers would have to pay, a divi- 
dend in preferred stock was declared 
equal to the surplus. The common stock 
was sold subject to an agreement that 
taxpayer’s share of the preferred would 
be redeemed. At the closing, some of 
the preferred was redeemed and some 
sold to the purchasers of the common. 
The taxpayer reported the proceeds and 
the redemption as a dividend. The Tax 
Court held that the redemption of the 
preferred should be treated as a capital 
gain because the redemption was part 
of a plan to dispose of the stockholder’s 
entire equity interest. This court affirms. 


Auto Finance Co., CA-4, 1/13/56. 


No formal written plan required for 
tax-free reorganization. Taxpayer cor- 
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poration acquired substantially all the 
assets of another ‘corporation in ex- 
change for its voting stock. Although 
no written plan was executed, the vari- 
ous steps leading up to the acquisition 
were held to evidence a plan of tax- 
free reorganization. Thus the basis for 
the acquired assets was the same as 
the basis in the hands of the transferor. 
The court rejected taxpayer’s argument 
that it had agreed to repurchase stock 
from the transferor; that the agreement 
was the equivalent of cash; and that 
the transfer was therefore not “solely” 
for voting stock. The agreement was 
found not to affect the exchange be- 
cause it was made by the stockholders 
individually and not by the corporation. 
Transport Prod. Corp., 25 TC No. 97. 


GM bonus plan unreasonable after 
dealer becomes sole owner. Taxpayer 
paid its president and vice-president 
salaries of $12,000 each in 1946 and 
$10,000 each in 1945 plus 50% of the 
profit after 15% on capital. This was 
the formula adopted when General Mo- 
tors held most of the voting stock and 
was continued after the two executives 
(with their wives) each had 50% of 
the company. As in other cases, the Tax 
Court held that the salaries were not 
reasonable merely because the formula 
had been originally adopted at arm’s 
length. The Tax Court felt that bon- 
uses of about $31,000 each in 1946 
(1945 bonus was $4,500 each) would 
not have been paid except to stock- 
holders, because company needed the 
money. Moreover, the high profit was 
due more to car shortages than to exec- 
utive ability. It noted “with interest” 
that after leaving this petitioner, the 
president, in a new dealership, had a 
contract limiting his bonus to $20,000. 
The Tax Court found that the 1945 
salary and bonus was reasonable and 
allowed $25,000 total salary and bonus 
for each executive in 1946. This court 
affirms. City Chevrolet, CA-4, 1/11/56. 


Corporation can deduct salary paid to 
controlling stockholder by note. Tax- 
payer accrued $3,100 salary for its 
president, who owned 61% of the stock. 
Prior to March 15, it issued a demand 
note to him for this amount. The court 
holds that the note had value and was 
therefore a payment of the accrual; the 
expense is deductible. Industrial Equip- 
ment Co., DC Okla., 11/18/56. 


No bad-debt loss on taking subsidiary’s 
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stock for uncollectible notes. Taxpayer 
had lent money to its subsidiary. In 
order to improve the financial condi- 
tion of the subsidiary, the parent volun- 
tarily cancelled the obligation and took 
additional stock in lieu thereof. The 
Tax Court held that the parent was not 
entitled to a bad-debt deduction. It 
said that the amount of the debt, when 
cancelled, became the basis for the new 
stock acquired and that the deduction 
would be allowable only when the 
stock was sold or became worthless. 
This court affirms. Lidgerwood Mfg. 
Co., CA-2, 1/17/56. 


Loans to affiliate bona fide; bad-debt 
deduction allowed. From 1931 through 
1944, taxpayer advanced to its 100%- 
owned research subsidiary over $480,- 
000. In 1944, taxpayer deducted the 
balance in the open account as a bad 
debt. The worthlessness was claimed in 
1944 because of technical developments 
in the research corporation’s field, al- 
though its stock was never cancelled. 
The court held that the taxpayer was 
entitled to a bad-debt deduction for 
the amount of the advances. It also held 
that the basis of the stock in the sub- 
sidiary, some $168,000, was deductible 
only as a capital loss. The taxpayer 
paid $13,600 to its subsidiary in 1941 
for the use of the research corporation’s 
equipment, which amount was reported 
by the latter as income. Because of the 
research corporation’s rental income in 
1941, it did not qualify as an affiliated 
corporation under Section 23(g) (4) 
of the 1939 Code. If it had qualified, 
the loss would have been allowable in 
full. Olin Industries, Inc., DC IIL, 
1/6/56. 


Tax Court upheld on reasonable com- 
pensation to stockholder-officer. Tax- 
payer, a corporation engaged in the 
construction of dwelling houses, paid 
its president and sole stockholder sal- 
ary of some $44,000, which was ap- 
proximately 60% of its profit for the 
year. In prior years, the officer’s salary 
had been about 40% of the profit. The 
Tax Court held that $31,000 was rea- 
sonable compensation. This decision is 
affirmed on appeal, despite the taxpay- 
er’s argument that the Tax Court had 
not given credence to the uncontra- 
dicted evidence of its witnesses that the 
total compensation was reasonable. The 
Tax Court is not bound by opinion 
evidence; it may disregard opinion evi- 
dence and decide on the basis of other 
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facts and circumstances shown. Golden 
Construction Co., CA-10, 12/24/55. 


Rent from a partnership of corporation’s 
stockholders is PHC. In the years in- 
volved, the taxpayer's sole income was 
interest and rent for the use of its 
property received from a partnership 
consisting of the stockholders and their 
families. The taxpayer was a personal 
holding company, the court holds, and 
exempt from excess-profits tax. It could 
not, therefore, have an unused excess- 
profits credit to be carried back to years 
in which it was not a personal holding 
company. American Valve Co., DC 
NY, 1/4/56. 


Basis of affiliates’ stock reduced by 
capital distributions and prior operat- 
ing losses. The basis of stock held by 
taxpayer, the parent company, in affil- 
iated subsidiaries should be reduced 
by capital distributions made by the 
subsidiaries in years when consolidated 
returns were filed as well as in those 
years when no consolidated returns 
were filed. The Regulations so provide. 
Net 


subsidiary and 


losses sustained by a 
availed of by the affi- 
liated group in years when consolidated 
returns were filed similarly reduces the 
basis of the subsidiary’s stock to the 
parent, even though some of the loss 


operating 


occurred prior to the parent’s acquisi- 


tion of more stock by a new invest- 
ment. Two judges dissent on the ground 
that the cost of entirely new stock in a 
subsidiary should not be reduced by old 
losses. American Water Works Co., 25 


TC No. 1083. 


Subsidiaries may be members of con- 
solidated group for part of year. The 
stock of a chain of includible subsidiary 
corporations was less than 95% owned 
by the parent corporation during 1953. 
They were therefore not members of an 
affiliated group for that year. The stocks 
were more than 80% so owned at the 
beginning of and for four months of 
1954. They are members of an affiliated 
group for four months of 1954 under 
the Section 1504 of the Code. The in- 
come of each subsidiary to be included 
in a consolidated return for 1954 is the 
income for that portion of the year that 
the subsidiary qualified as a member of 
the group. Rev. Rul. 56-34. 


No carryover of net operating losses of 
merged corporation; Stanton Brewing 
distinguished. Under state laws seven- 
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teen corporations in the same business, 
and owned by the same stockholders, 
were merged into taxpayer, the only 
corporation remaining. Three of the 17 
merged corporations had sustained net 
operating losses in prior years. The Tax 
Court sustained the disallowance of the 
carryovers on the ground that taxpayer 
was not the same corporation as any of 
the merged corporations and is not en- 
titled to the credits of another. The 
merger laws of a state cannot, for fed- 
eral tax purposes, determine whether 
the corporations are the same. This 
court agrees. The Stanton Brewing case 
(CA-2, 176 F.2d 573) allowed the sur- 
viving corporation in a merger the bene- 
fit of the unused EPT credit of a 
merged subsidiary. This court points out 
that Stanton involved “essentially a 
continuing enterprise” in that the mer- 
ger was of a parent holding company 
and a subsidiary operating company; 
the business after the merger was the 
same as before and the credit would 
have been allowed against this business 
income had no merger occurred. Here 
there is no continuity in ownership or 
business. If taxpayer were allowed these 
carryovers, it would be only because 
of the merger. Libson Shops, CA-8, 
1/19/56. 


Basis of liquidation property is cost 
of stock under Kimbell-Diamond (old 
law). The stockholders of a corporation 
owning an office building insisted that 
prospective purchasers of the building 
buy their stock. Certain individuals 
bought the stock, created taxpayer, and 
transferred the stock to it. The old 
corporation was dissolved and the build- 
ing transferred to taxpayer in liquida- 
tion. Though the 1939 Code provided 
that in liquidation of a subsidiary the 
parent takes the property at the sub- 
sidiary’s basis, Kimbell-Diamond and 
similar cases held that when the pur- 
pose of the purchase of the subsidiary’s 
stock was the acquisition of specific 
assets, the basis of these assets received 
in liquidation is the cost of the stock. 
The court holds that the whole intent 
of this transaction was the acquisition 
of the assets. The basis for the build- 
ing was, therefore, the price paid for 
the stock rather than the lower basis 
to the old corporation. [The Kimbell- 
Diamond rule is codified in Section 
334(b) of the 1954 Code. Note, how- 
ever, that the new rule would not apply 
to a case like this one, because the 
stock was purchased by the individuals 


and not by the corporation directly. 
Ed.] Georgia Properties Co., DC Tenn., 
12/15/55. 


Capital gain on sale by partnership of 
inventory of predecessor corporation. 
Taxpayers, stockholders of a corpora- 
tion whose inventory consisted of in- 
dustrial pipe, liquidated the corporation 
and formed a partnership to dispose of 
the pipe. The Tax Court held that the 
profit from the sales of the pipe (127 
1947 and 11 in 1948) were 
ordinary income from the sale to cus- 
tomers in the ordinary course of busi- 
ness, since the method used was the 
same as that used by the corporation 
and sales were made to the same cus- 
tomers. It was not a sale in one lot or 
by auction, as is ordinarily done on 
liquidation. This court reverses. This 
liquidation was not a business. The cor- 
porate dissolution was caused by per- 
sonal animosity. The only intent was to 
dispose of the jointly-owned property 
as soon as possible. Greenspon, CA-8, 
2/2/56. 


sales in 


Parent can't carry back affiliate’s loss 
from consolidated year to own separate 
year. Taxpayer organized a subsidiary 
to acquire a tanker in 1948. The tanker 
operated at a loss, reported in 1948 and 
1949 on consolidated returns. The regu- 
lations forbid the carryback of the loss 
to the parent’s separate 1947 return. 
The court holds that on filing consoli- 
dated returns, taxpayer agreed to the 
regulations. The Stanton Brewing case, 
allowing the resulting corporation in a 
merger to use excess-profits credits of 
components, is inapposite because it 
was unconcerned with consolidated- 
return regulations. American Trans- 
Ocean Navigation Corp., CA-2, 1/24 
56. 
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New decisions involving fraud, negligence 


Jury refunds fraud penalities. Taxpayer 
paid some $52,000 additional tax for 
1942 through 1945 and $26,000 as the 
50% fraud penalty. On suit for claim 
for refund, the court made small ad- 
justments to the computation of in- 
come. The jury sustained the assessment 
but found no fraud. Banner, DC NC, 


10/7/55. 


Computation of income. Taxpayer ran a 
numbers game and kept a record of 
total receipts and payments only. This 
the Tax Court found manifestly and 
grossly inaccurate. He did not overcome 
the presumption of correctioness of 
Commissioner’s determination, which 
was made on calculation of profit at 
odds given. This court affirms. Hacker- 
man, CA-6, 12/19/55. 


Net-worth method upheld; fraud penal- 
ties sustained. Taxpayer was in the 
wholesale fruit and vegetable business. 
The Commissioner’s use of the net-worth 
method was upheld because the records 
were inadequate and improperly kept. 
Although mere negligence in keeping 
records is not sufficient proof of fraud, 
the court sustained the fraud penalty 
upon a finding that taxpayer deliber- 
ately and purposely understated income. 
Gunn, TCM 1956-24. 


Failure to keep records justifies use of 
net-worth method. Taxpayer filed no 
income-tax returns for the taxable years 
1941-1952. During this period she 
owned and managed an apartment 
house and purchased and sold various 
real estate. Since she failed to keep 
books or records, the Commissioner was 
held to have correctly reconstructed her 
net income by use of the net-worth 
method. Brown, TCM 1956-19. 


No fraud penalty for merely understat- 


ing income. Decedent, an immigrant, 
settled in Tampa in 1903 where he 
entered the real-estate business. This 
was his sole activity until 1926, when 
he acquired a lumber business which 
he expanded and incorporated in 1932. 
The corporation maintained no cash 
account; all the corporate receipts and 
disbursements were handled through 
decedent’s personal account. As a result 
of an investigation, the Commissioner 
determined deficiencies against the 
decedent and asserted the fraud penalty. 
The fraud penalty is not sustained. Al- 
though decedent’s records were incom- 
plete and some items of income were 
understated, such understatement may 
have been due to a misunderstanding of 
the proper method for cash-basis re- 
porting, and may have been balanced 
by overstatements of income belonging 
to the corporation. A failure on dece- 
dent’s part to contest the deficiency did 
not establish a prima facie case that the 
penalties were due. Haimovitz, TCM 
1956-15. 


Omission of illegal income is fraudulent. 
Fraud penalties are sustained against 
a sheriff for the years 1944 to 1947. 
He consistently omitted from income 
large amounts of “protection” payments 
received from bootleggers and monies 
received from illegal procedures in 
forfeited-tax land transactions. Brame, 
25 TC No. 94. 


Income reconstructed by net worth; 
fraud not proved. A reconstruction of 
taxpayers income by the _ net-worth 
method is sustained; the only records 
made available to the agent were a day- 
book, some partnership returns, and a 
few cancelled checks. Taxpayer lived 
in a small mountain community, had a 
limited education, and was_ infirm. 
However, the court refuses to uphold 
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the fraud penalty; the Commissioner 
offered no proof with respect to many 
of the items in the net-worth statement, 
and the taxpayer relied so completely 
on others to prepare his return that he 
did not read them before signing them. 
Bates, TCM 1956-12. 


1 Tax fraud and negligence * 


Net-worth method upheld, no returns 
filed for 10 years; overpayment of estate 
taxes resulting from these deficiencies 
barred. Decedent had filed no income- 
tax returns from 1939 through 1948 
inclusive, but died with an estate of 
over $166,000; resort to the net-worth 
method was held amply justified. Fur- 
thermore, for lack of evidence upon 
which a better allocation of income over 
the years could be made, it was not 
error for the Commissioner to spread 
the increase in net worth evenly over 
the years in the taxable period. An 
overpayment of estate taxes resulting 
from the court’s finding of an outstand- 
ing income tax liability could not offset 
the income-tax deficiency; the over- 
payment was barred by the statute 
of limitations. Engwall Estate, TCM 
1956-6. 


Double penalty on failure to file esti- 
mate. On their 1950 return taxpayers 
reported a tax liability of $13,370, of 
which $7,591 had been withheld. The 
balance, $5,779, was paid in April, 
1951, after the return was filed. Since 
no declaration of estimated tax was 
filed, the amount of the estimated tax 
was deemed to be zero and penalties 
for both failure to file and underestima- 
tion were upheld. No reasonable cause 
for failure to file was advanced. Castor, 
TCM 1956-11. 


CA-6 upholds jury finding that evasion 
was based on omitted receipts. Tax- 
payer was indicted for income-tax eva- 
sion for the years 1947-1950. It was 
charged that he omitted from income 
the profit on sale of certain physical 
assets, the receipts from a racing news 
service, and cash withdrawals from a 
corporation owning a restaurant. The 
court ruled that he had suffered a loss 
on the asset sales. He argued that the 
withdrawals from the corporation were 
in payment of loans made by him, and 
the income from the racing news serv- 
ice was more than offset by business 
deductions. On the evidence, the jury 
found him guilty in three of the four 
years. Birns, DC Ohio, 7/28/54, af- 
firmed, CA-6, 10/18/56. 
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“Section 102”’ assumes a 
harmless role today 


MANY PRACTITIONERS have long 
thought that Section 102 (531 in 1954 
Code) had a bark worse than its bite, 
and that its principal utility was tor 
agents to wave in the face of a 
frightened taxpayer. Many have called 
it a menace to business; said that it 
tended to stifle business. Some used 
phrases such as “It is a sword of 
Damocles hanging over companies” or 
“a sleeping tiger, ready to pounce on 
business.” “All these cliches,” says Wil- 
liam L. Cary, “could be found in tax 
articles. Whether you agree with mv 
view that it has been temperately ad- 
ministered in the past and that the tax- 
payer has been fairly well protected by 
decisions is now of minor importance, 
because Congress did not agree with 
me, has amended the section, and 
softened its impact. If you might have 
a thought that Section 102 formerly 
was a menacing tiger, I can assure you 


that with these amendments it is now 
little more than a toothless tabby cat.” 


Mr. Cary, who has just moved 
from his post of Professor of Law at 
Northwestern Law School to a similar 
post at Columbia Law School, made 
these observations at a meeting of the 
Chicago Bar Association a few months 
ago. He said further, in part: 

I think most people who have dealt 
with this section or thought much about 
ax policy are firmly convinced that 
there was a function for Section 102— 
to prevent just this type of tax avoid- 
ance scheme. As you probably know, 
Section 531 imposes a surtax upon cor- 
porations formed or availed of for the 
purpose of avoiding the income tax with 
respect to its shareholders by permitting 
earnings to accumulate instead of being 
distributed. And, of course, as noted in 
the next Section, 533, the fact that the 
earnings and profits of the corporation 
are permitted to accumulate beyond the 
reasonable needs of the business shall 
be determinative of that purpose. In 


other words, the latter is really the test 
in most cases. 

Many people have been dissatisfied 
with old Section 102. There have been 
a lot of articles and statements in tax 
advisory services trying to frighten tax- 
payers generally about it. I have always 
felt that the fears were very much exag- 
gerated and that clients were ill-advised 
with regard to the risks in some in- 
stances. 

There have roughly, six 
changes in Section 531, all of them 
favorable to the taxpayer. Many of them 
are well advised, although perhaps 
some were not necessary if one agreed 
with my position with respect to the 
way it has been administered in the 
past. First of all, to go over these 
changes in order, the initial question 
one might raise now is, “Is there any 
danger of Section 102, now 531, apply- 
ing to the small corporation?” The 
answer is that if a corporation has ac- 
cumulated earnings and profits, but not 
in excess of $60,000, the tax may not 
be imposed. Thus in the case of a very 
small corporation, we can say flatly that 
Section 531 henceforward will no longer 
be applicable. 


been, 


Publicly-held corporation 


Now we might go to the other end of 
the spectrum and ask whether the sec- 
tion is applicable with respect to the 
publicly held corporation. And _ that 
poses a more interesting problem, al- 
though I think the answer is clearly no. 
The facts of the matter are that if you 
look through the 1954 House Bill you 
will find a provision specifically stating 
that it shall not apply to publicly held 
corporations, and—naturally—there was 
a separate section defining public cor- 
porations. When the provisions pro- 
posed by the House came before the 
Senate Committee, a number of busi- 
nessmen brought to the latter’s atten- 
tion that, (1) the section really had 
never been applied to a truly publicly 
held company; (2) they had never 
wortied about it nor had cause to worry 


about it; but (3) their companies did 
not fit within the definition. And so 
they were more worried by the new 
provision exempting public corporations 
than they were by the law as it stood, 
Upon that basis the Senate eliminated 
the new section, so there is nothing in 
the 1954 Act with respect to publicly 
held concerns. We have only the re- 
marks which the Senate made coupled 
with the remarks of the House, in other 
words, the legislative history of a cipher, 
The attitude of both clearly demon- 
strates to my mind that if a company 
fits within any reasonable notion of a 
publicly held corporation (unlike Trico 
Products Corporation; see 137 F. 2d 
424 and 169 F. 2d 343) Section 531 is 
not applicable to it, and that conclusion 
makes sense. 


Burden of proof shifted 


Now we go on to perhaps the major 
change in the penalty surtax, i.e., the 
shift of the burden of proof. Let us 
turn to Section 534, which says, “In any 
proceeding before the Tax Court in- 
volving a deficiency letter, where the 
531 penalty surtax is imposed, the bur- 
den of proof shall be on the 
Government if notification has been 
sent.” In other words, the burden of 
proof has been thrown from the tax- 
payer upon the Internal Revenue Serv- 
ice. In order to warrant the shift, a 
statement has to be submitted by the 
taxpayer setting forth reasons for reten- 
tion and pertinent facts. There still re- 
mains the question how detailed you 
should be in the statement once you 
receive a deficiency letter. In conclu- 
sion, I would tend to agree that the 
shift in the burden of proof coupled 
with the critical remarks in the House 
and Senate Reports will have primarily 
a psychological effect on the adminis- 
tration of the section by the Internal 
Revenue Service rather than a_pro- 
found impact on the court’s decision. 

Moving from the change which is 
perhaps the most important one relat- 
ing to 531, I would like to mention two 
further provisions which ameliorate the 
impact of the tax. Up to this time the 
tax rate, which remains unchanged 
(271/, and 381/, percent), was upon 
the income of the year, less such 


amounts as were distributed as divi- 
dends. It now will be upon that figure 
less two other items, namely, (1) 
amounts distributed as dividends with- 
in two and a half months after the end 
of the taxpayer’s fiscal year, and (2) 
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such amounts as the taxpayer can prove 
fall within the reasonable needs of the 
business. 

Of these two amendments the first 
one seems highly reasonable, in view of 
the fact that a taxpayer may not know 
his profit status on the last date of his 
fiscal year, and will be given two and a 
half months in which to arrive at a 
decision respecting his dividend policy. 
The second change has been brought 
about by the complaint of business and 
tax counsel generally that a company 
was subject to tex on all its retained 
earnings for the year, even though it 
could demonstrate that a large fraction 
of them was absolutely needed in the 
Under those circumstances, 
the firm or its counsel say it seems un- 
fair to impose the penalty surtax upon 
the whole accumulation. That is the 
theory behind the action taken by 
Congress in reducing the impact of the 
surtax. 


business. 


To summarize, I have never felt that 
Section 531 needed to be a cause for 
alarm in many instances, although I am 
told of cases in which agents have used 
this as a threat to bring about a settle- 
ment. But if anyone has worried about 
it in the past, I think I can generalize 
and conclude that his worries can be 
diminished by this series of amend- 
ments made to 531. % 


Bad debts: choice of year 
minimizes disallowances 


Iy Is IMPORTANT that a charge-off for a 
account be made in the 
proper year. If the charge-off is made 
in a year subsequent to the year of 
actual worthlessness, you may lose for- 
ever the allowable deduction. See 
Greenburg, 25 TC No. 66 (4 JTAX 157) 
in which the Tax Court denied the de- 
duction in 1947 on the evidence show- 
ing that the debt became worthless in 
1941. It is better to take the bad-debt 
deduction at the time of first indication 
of worthlessness. If the deduction is 
then disallowed by the IRS as having 
value, you have the opportunity of 
proving worthlessness in an open year. 

w 


worthless 


1955 taxes up one-third 
for manufacturing firms 
U. S. MANUFACTURING corporations are 


probably paying one-third more federal 
income taxes for 1955 than they did for 


Tax planning and business management * 


1954. This forecast may be made from 
the composite income statement for 
manufacturing corporations just re- 
leased by the Securities and Exchange 
Commission. It shows that these corpo- 
rations made provision for federal in- 
come taxes in the first three quarters 
of 1955 of $10.1 billion, against $7.3 
in the same period in 1954. w 


MISC. NEW DECISIONS— 
OIL & GAS 


Jury finds mineral interest a_ single 
property for depletion. Taxpayer owned 
coal mines in Alabama, and computed 
its depletion on the theory that it had 
a single property. (Percentage deple- 
tion is limited to 50% of the net in- 
come from the property.) The govern- 
ment contended that there were three 
properties involved. On the facts, the 
jury found for the taxpayer, concluding 
that there was a single property within 
the definition of the Treasury Regula- 
tions. Black Diamond Coal Mining 
Company, DC Ala., 9/26/55. 


Attorney’s fees in arranging pooling of 
gas reservoirs fully deductible. Tax- 
payers held interests in several leases, 
but before they could produce gas they 
were required to pool their gas reser- 
voirs. Legal fees expended in connec- 
tion with the arrangement of such pool- 
ing were held by the district court to 
be fully deductible as expenses. This 
court affirms. Unitization did not change 
the title or character of the improve- 
ment. Nor is there an analogy to altera- 
tions to buildings, which are capital- 
ized. The cost was incurred to conserve 
the property and is therefore deductible. 
(One dissent: the cost is more capital 
than expense in that a permanent 
change was made. Unitization is some- 
thing like merger and it is clear that 
legal expense of merger is capital.) 
Fields, CA-5, 1/27/56. 


Exchange of marketable 4% French 
bonds for new registered 3% bonds 
taxable. The exchange by an American 
investor of French National Defense 
4% bonds of 1917 and 1918 for new 
registered 3% French government 
bonds due in 2005 is a taxable trans- 
action. The bonds given up were sub- 
stantially different from the new ones. 
The basis of the new bonds is their 
fair market value at the date of the 
exchange. Rev. Rul. 55-757. 


} 
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Are You 
Neglecting Your 
Tax Reading? 


Small wonder, if you're trying to keep 
abreast of day-to-day developments 
by reading all of the material in detail. 
These days, it’s an almost impossible 
task. 


There's an easier way to keep on top of 
Federal income, estate and gift taxes— 
through the newspaper Hs your pro- 
fession. THE TAX BAROMETER does 
an outstanding job of digesting, re- 
porting and commenting on every 
development. Best of all, you get it all 
in half an hour of easy reading each week— 
and usually far in advance of any other 
reporting service. 


That way, you are fully and promptly 
informed, and you can send your loose- 
leaf reference service sheets to file—you 
can use them for the purpose for which 
loose-leaf services are intended—RE- 


SEARCH, not reading. 


That’s why THE TAX BAROMETER, 
is relied upon by almost every top-flight 
firm. It brings you—in compact, 
easy-to-read, digest form—EVERY de- 
cision of the Tax Court, Circuit Courts, 
District Courts, Court of Claims and 
Supreme Court—EVERY Treasury Re- 
lease, Revenue Ruling, I.T., T.D., 
G.C.M., Mimeograph, Regulation, Ac- 
quiescence, Appeal, Certiorari and Tax 
Treaty. You get the important news 
weeks . . . sometimes months. . . ahead 
of other tax services. 

We UNCONDITIONALLY GUAR- 
ANTEE its value to you. Read it for 
three months. If, during that time 
you're not satisfied FOR ANY REASON 
WHATSOEVER, just tell us, and we will 


refund at once every penny you paid us! 


Mail the GUARANTEED order form 
right now! 


Tested - Compleie Covrrage 





——-+ 






THE NEWSPAPER OF THE TAX PROFESSION ... 


Yes I accept your GUARANTEED OFFER. Send me THE 
TAX BAROMETER on a TRIAL BASIS for three months 
at a cost of only $11.50. It is understood that if at any time 
I am not satisfied FOR ANY REASON WHATSOEVER, 
you will refund che FULL AMOUNT paid, upon request. 


1 My check is enclosed* Bill me later 


' 
C) Check here to receive sample issue | 
Name | 
Firm sewn p cide ; 
Address. . . vente | 
City Zone .. . .State | 
*1f you ENCLOSE your check for the annual subscription 
price of $42 with this order, thus saving us the expense of | 
billing, we will send you a complete file of all BACK | 
ISSUES and INDICES of Volume 13 of THE TAX BA- 
ROMETER (from Dec | 
with our compliments | 
—! 


—. of course! 
jT4%6 


1, 1955) ABSOLUTELY FREE, 


Same money-back guarantee 
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U. S. Government has many activities to 


encourage increase in business abroad 


T= INCREASING NUMBER of United 
States corporations which are organ- 
izing foreign branches is focusing added 
attention on the subject of this Depart- 
ment—taxation of business abroad. 
Herewith some briefing for tax men on 
related developments. Now the United 
States Government is following the 
pattern of the United States business 
setting up a separate 
functional division to deal with inter- 
national aspects in the Internal Revenue 
Service and the Department of Com- 
merce. 

Rev. Proc. 1955-2, IRB No. 37, pro- 
vides for the centralization of the re- 
sponsibility for the international opera- 
tions of the Internal Revenue Service by 
establishing an International Operations 
Division, with headquarters in Wash- 
ington, D. C., and directed by an As- 
sistant District Director (International 
Operations) who shall have the title of 
“Director of International Operations.” 
This Division will have primary respon- 
sibility for administration of the United 
States internal revenue laws in foreign 
areas of the world. This will include 
administration and enforcement of the 
tax laws with respect to United States 
taxpayers residing or doing business 
abroad, auditing returns of nonresi- 
dent taxpayers, and the collection of 
taxes in foreign currency. 

The same trend was evidenced earlier 
in the United States Department of 
Commerce. Joseph M. Marrone, Act- 
ing Director of the Office of Foreign 
Investment in the Department of Com- 
merce, talked about it in an address 
before the Foreign Tax Group of the 
Controller's Institute of America re- 
cently. Here are excerpts and notes 
from this discussion: 

A year ago, the President decided to 
centralize within the Department of 


corporation in 


Commerce the responsibility for dissem- 
ination of information within the United 
States relating to opportunities for the 
investment abroad of private capital. 
Pursuant to the President’s directive, 
designated as Executive Order 10575, 
the Office for Foreign Investment was 
established last April. Its primary ob- 
jective is to alert U.S. businessmen to 
opportunities for investment abroad. 


Services available 

What service does the Department 
make available to businessmen inter- 
ested in the foreign investment field? 
Summarized briefly, they fall into four 
categories: (1) We provide the busi- 
ness community with information rele- 
vant to investment operations; (2) we 
advise the businessman on his specific 
investment problems; (3) we support 
his interests within the United States 
Government; and (4) we support his 
interests before foreign governments. 

The first-mentioned category of serv- 
ices is accomplished through our pub- 
lications services. The first edition of a 
new bulletin entitled “Investment Op- 
portunities Abroad,” came off the press 
on April 15. This bulletin, published 
twice a month, describes specific foreign 
investment opportunities reported to 
the Department of Commerce by the 
U.S. Foreign Service, U.S. Operations 
Missions, and International Coopera- 
tion Administration’s Contact Clearing 
House sources. This bulletin, which is 
free of charge, is mailed out twice a 
month to all individuals and firms in the 
United States interested in receiving 
such information. 

Another important part of the De- 
partment’s investment program is the 
publication of investment guides. These 
handbooks describe the economic con- 
ditions and investment climate of a 


given country, its investment possibili- 
ties, and the kinds of inducements and 
obstacles that an investor may expect to 
find there. Investment guides have al- 
ready been published for India, Paki- 
stan, Venezuela, Colombia, Paraguay, 
and the Union of South Africa. Five or 
six additional guides are planned to be 
completed before the year’s end. 

Some of you may be familiar with 
our World Trade Information Service 
(WTIS), established last November. By 
now, our circulation has risen to 2,400 
subscriptions. WTIS reports describe 
the economic conditions, foreign trade, 
exchange and licensing controls, ship- 
ping regulations, commercial laws, and 
other topics of interest to both traders 
and investors. 

Of special interest to investors is the 
WTIS series entitled “Establishing a 
Business.” This series of country pub- 
lication is designed to aid investors by 
advising them of the foreign regula- 
tions and practices relevant to the estab- 
lishment of branch factories and subsid- 
iaries abroad. It covers such subjects 
as foreign government policy on invest- 
ment; regulations covering entry, re- 
mittance, and repatriation of capital; 
trade concessions granted to new indus- 
tries; and tax concessions. In the past 
12 months, 15 such country studies 
were published. 

Also of interest to prospective inves- 
tors is our country series entitled “Basic 
Data on the Economy of ne 
This series provides basic information 
on the foreign country’s economic struc- 
ture, emphasizing those aspects which 
are of major importance to investors 
and foreign traders. 


Publications available 


Current news developments _ in 
foreign countries are contained in our 
Foreign Commerce Weekly. Each issue 
of the Weekly lists specific opportuni- 
ties for licensing arrangements, export 
and import transactions, and agency ar- 
rangements and keeps investors in- 
formed on economic developments 
abroad and legislative controls which 
may be relevant to their investment 
operations. 

Very often, the prospective investor 
is anxious to have information on the 
experience of other U.S. companies in 
investing abroad. We have that too. In- 
formation on the current status of 


American investment abroad is pub- 
lished by our Office of Business Eco- 


nomics in conjunction with their Sur- 
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vey of Current Business. The Depart- 
ment has published a comprehensive 
study entitled “Factors Limiting U.S. 
Investment Abroad.” Part I of this study 
deals with the specific impediments to 
investment in 26 foreign countries; Part 
Il is a comprehensive study of the views 
of businessmen on the Government’s 
role in the field of foreign investment. 

Once a prospective investor has de- 
cided upon the foreign country in which 
he will expand his operations, he will 
undoubtedly be interested in the Trade 
Lists and World Trade Directory re- 
The Trade Lists are lists of 
foreign concerns classified by country 
and commodity, and lists of professional 
groups, institutions and service organi- 
zations which are prepared abroad by 
the U.S. Foreign Service at the direc- 
tion of the Department of Commerce. 
The Lists provide the names of the 
principal firms engaged in foreign trade 
in a given country, their address, rela- 
tive size, type of operation, products 
handled, sales territory covered, and in 
so far as possible, general experience in 
conducting business. To help the in- 
vestor further, we also publish reports 
on individual foreign firms—World 
Trade Directory Reports—describing in 
greater detail the type of organization, 
method of operation, capital, sales 
volume, and general reputation in trade 
and financial circles. 

The second major way in which the 
Department assists investors is through 
its advisory services, which are handled 
by the Bureau’s Office of Economic 
Affairs and Office of Intelligence and 
Services. The Office of Economic Af- 
fairs is staffed with country specialists, 
qualified to advise on business problems 
which require a specialized knowledge 
of individual countries or regions. The 
Office of Intelligence and Services, on 
the other hand, provides assistance on 
methods of establishing, developing, 
and relationships with 
foreign firms. It advises on specific in- 
yestment opportunities in the field of 
interest to the prospective investor. It 
provides information in such fields as 
commercial intelligence, insurance, 
communication, and 
utilities. Commodity and industry spe- 
the Business and Defense 
Services Administration are also avail- 
able to advise investors of the special 
factors to be considered in any given 
industry. 

The third major function of the De- 
partment in the field of investment is 


ports. 


maintaining 


transportation, 


cialists in 


to represent business interests within 
the United States Government. How is 
this done? On the various governmen- 
tal committees which are charged with 
developing policy with regard to private 
foreign investment, government loans, 
U.S. Technical Assistance programs, 
etc., Commerce participation insures 
that the voice of American business will 
be heard and its point of view con- 
sidered by government policy makers. 
This function is also exercised with re- 
gard to U.S. legislation. 

The fourth major function of the 
Department of Commerce is to repre- 
sent United States business interests be- 
fore foreign governments. Such repre- 
sentation is provided for individual 
business firms as well as for the business 
community as a whole. We are always 
ready to assist the individual firm, large 
or small, by bringing its problems to 
the attention of foreign governments 
whenever there is evidence of discrim- 
ination or inequity. 

Our goal is to assist the American 
business community in finding oppor- 
tunities abroad for productive invest- 
ment of its capital and its know-how. 
As the President has pointed out: “The 
whole free world needs capital; America 
is its largest source. In that light, the 
flow of capital abroad from our coun- 
try must be stimulated and in such a 
manner that it results in investment by 
individuals or private enterprises rather 
than by government.” . 


New studies available on 
foreign tax conventions 


WE HAVE RECEIVED recently several 
publications analyzing conventions to 
avoid double taxation recently made 
available by the International Bureau of 
Fiscal Documentation, Amsterdam. 
Many practitioners will find these of 
sufficient interest to add them to their 
libraries. All are available through the 
Bureau's Publications Division at Heren- 
gracht 196, Amsterdam, Netherlands. 
We found the following of especial 
interest: 

The Dutch-American Double Taxa- 
tion Convention (L. J. Veen Ltd., Am- 
sterdam), discussion by Mitchell B. 
Carroll and J. B. J. Peeters, in English 
with English and Dutch Texts of the 
Convention, United States regulations 
in English and Netherlands regulations 
in Dutch. 

The Anglo-Dutch Double Taxation 
Conventions (International Bureau of 
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Fiscal Documentation), discussions by 
F. E. Koch et al., in English, with 
parallel texts of the convention in Eng- 
lish and Dutch. 

The Tax Conventions Between The 
Swiss Confederation and the United 
States (International Bureau of Fiscal 
Documentation), discussions by Mitch- 
ell B. Carroll and Kurt Locher in Eng- 
lish with parallel text of the convention 
in English and German. 

The Double Taxation Conventions 
Between Sweden and Switzerland of 
October 16, 1948 (International Bu- 
reau of Fiscal Documentation), discus- 
sions by K. G. A. Sandstrom in English 
and Kurt Locher in German, with 
parallel texts of the Convention and 
legislature in Swedish and German. 

From the United Nations comes In- 
ternational Tax Agreements, a series of 
volumes prepared by the United Na- 
tions, Fiscal Branch of the Bureau of 
Economics Affairs. These volumes pre- 
sent in tabular form the status of all 
international agreements. The most re- 
cent volume (Vol. V, ST/ECA/SER. 
C/5, 29 Sept. 1954) lists more than 
300 bilateral agreements for avoidance 
of double taxation and fiscal evasion 
in force or awaiting ratification. w 





New decisions 


Beneficiary of foreign discretionary trust 
taxable upon receipt of income. A citi- 
zen and resident of the U.S. who is a 
beneficiary of a discretionary trust cre- 
ated in Australia and composed of Aus- 
tralian and U.S. is taxable 
only on the income actually or construc- 
tively received. Computation of the for- 
eign tax credit available tc the bene- 
ficiary under Section 131 of the 1939 
Code is illustrated by an example. Rev. 


Rul. 56-30. 


securities 


Credit allowable on tax on stock sale 
in West Germany. West German taxes 
were imposed on the profit derived by a 
domestic corporation on the sale of all 
of the stock of a German corporation to 
two other German corporations. This tax 
is allowable as a foreign tax credit. For 
purposes of calculating the limitations 
on the credit, the gain from the sale is 
considered income from sources within 
West Germany. Acceptance by the Ger- 
man authorities of a portion of the 
seller’s claim for the purchase price 
constitutes a payment of the tax. Rev. 


Rul. 55-677. 
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Ex-Commissioner Andrews says income tax 


has many bad features; is confiscatory 


T= FEDERAL INCOME TAX Was con- 
ceived in vengeance and is now so 
shamefully discriminatory against mid- 
dle- and upper-income groups as to be 
confiscatory, T. Coleman Andrews, re- 
cently resigned as Commissioner of In- 
ternal Revenue, said last month. In re- 
plying to the question “What are the 
bad features which have developed in 
the individual income-tax system?” 
asked him on a radio program arranged 
by the National Association of Manu- 
facturers, he said “There are a number 
of bad features . Don’t forget that 
it was conceived in vengeance, rather 
than as a revenue measure, back in 
1913. While it has, of course, been made 
the nation’s chief source of revenue, it’s 
still thought of by many people, in and 
out of politics, as an instrument for 
penalizing success and punishing those 
who manage somehow to achieve suc- 
cess in spite of the road blocks that the 
income-tax law puts in their way. 

“The rates have been made so high 
that they are now confiscatory. The 
minimum is 20%, the maximum 91%. 
I'd call that confiscation with a capital 
“C,” and vengeance with a capital “V.” 

“Not only are the rates higher, they 
also are applied with shameful dis- 
crimination the people in the 
middle bracket are being kicked around, 
and they should have relief. I’d say 
the law has become so utterly compli- 
cated that only very few, even of those 
who wrote it, understand it. To say 
nothing of the Senators and Congress- 
men who enacted it, or of the 65 million 
innocent victims of those distinguished 
ladies’ and gentlemen’s dilemma. The 
complications have become so great, 
and the law’s meaning so difficult to 
interpret, even by those who partici- 
pated in the writing of it, that the issue 
of interpretative regulations has be- 
come a task of years, not of months.” 

When asked “how does this income- 


tax system serve the general welfare 
of all the people?” Mr. Andrews re- 
plied: 

“I don’t think that as it’s now con- 
stituted it serves the general welfare. 
I think it’s the greatest potential that 
anyone has ever thought of for making 
out of us a nation of liars and cheats.” 


Five assorted tax bills 
signed into law 


PRESIDENT EISENHOWER HAS SIGNED 
five tax bills which passed the new ses- 
sion of Congress. The new measures 
include: 

P.L. 396 (HR 4582) provides that if 
a corporation acquired the properties 
and assumed the debts of a wholly- 
owned subsidiary in a 1939 Code Sec- 
tion 112(b) (6) liquidation, the acquir- 
ing corporation will be permitted to use 
any excess contributions which the sub- 
sidiary had made to a qualified pension 
plan just like the subsidiary could. The 
laws of the state in which the subsidiary 
was incorporated must have required 
the surviving corporation in the merger 
to be incorporated in the subsidiary’s 
state. This law is effective for years be- 
ginning after 1953 and ending after 
August 16, 1954. 

P.L. 397 (HR 5428) extends the 1954 
Code benefits for years covered by the 
1939 Code to agreements which extend 
the period in which the tax liability of 
a transferee or fiduciary may be as- 
sessed. It extends also the time in which 
a credit or refund can be filed by the 
transferee, and is retroactive to August 
16, 1954, for income taxes imposed 
under the old Code. 

P.L. 398 (HR 7036), effective for 
years beginning after 1955, reduces the 
$1,200 maximum on which the retire- 
ment-income credit is based, for in- 
dividuals from 65 to 71, for earned in- 
come over $1,200, instead of the pres- 


ent $900. No reduction of earned in- 
come is required for persons over 72. 
P.L. 399 (HR 7282) permits corpora- 
tions to compute dividends-received 
and certain other credits on the basis of 
the corporation’s net income without 
any reduction for any excess of net long- 
term gain. This provision is effective 
for years beginning after 1951 and be- 
fore 1954, and reverses Rev. Rul. 54-28. 
P.L. 400 (HR 7364), effective Janu- 
ary 1, 1955, amends the 1954 Code to 
include an exemption from the docu- 
mentary stamp tax for transfers of any 
instrument on which the obligor was 
required to make installment payments 
and was not allowed to pay more than 
20% of the cash maturity value in any 
one year. bd 


British comment on American 
tax policy hearings 


THE HEARINGS ON tax policy in Wash- 
ington in December have received very 
little attention as yet in the American 
press, nor have we seen anything in the 
magazines commenting on them. Maybe 
the hearings are more easily seen from 
a distance—The Economist (London) 
said something about them (in the De- 
cember 3 issue) which struck us as 
eminently fair: 

“The rays of enlightenment produced 
[by the hearings] are so diffuse on the 
one hand, and penetrate into so many 
corners which Congress prefers to be 
dark on the other, that its impact on 
the outcome of legislation next year is 
unlikely to be marked. 

“Nevertheless, if the experts provide 
little in the way of assurance about what 
future tax policy should be, their papers 
do warrant three broad conclusions 
about American taxation as it is. First, 
despite the publicised recodification of 
the entire tax law in 1954 under Re- 
publican sponsorship, it remains riddled 
with an astonishing variety of special 
provisions of a complexity matched only 
by their frequent inequity. 

“Second broad _ conclusion: the 
American tax structure is not nearly as 
progressive as a simple reading of the 
income tax form indicates or as popular 
belief holds. Professor Richard Mus- 


grave of the University of Michigan 
tried to tackle the elusive problem of 
just what portion of their incomes 
Americans actually pay in taxes of all 
kinds to all types of government—fed- 
eral, state, and local. He found that 
state and local taxation, bringing in 
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is actually re- 
gressive, coming largely from sales (pur- 
chase) taxes and local property taxes. 
Counting all taxes, he discovered that 
the degree of progressiveness is mod- 
erate indeed; the man with an annual 
income of $3,000 pays fully 28.3 per 
cent of it in open and hidden taxes, 
while the man with $10,000, at 33 per 
cent, pays but little more. In fact, about 
the only progressive feature of the en- 
tire tax structure is the federal income 
tax, which has not been entirely emas- 
culated by the many special provisions. 

“The third broad conclusion is per- 
haps the most important: that 
there appears to be no reason to fear 


nearly $25 billion a year, 


namely, 


economic disaster from the current high 
level of taken all to- 
gether, now absorb close to 30 per cent 
of the The 
economists reached a surprising meas- 
that the national 
economy can operate and is operating 
remarkably the face of such 


fiscal w 


taxation. Taxes, 


national income. 


ure of agreement 
well in 
avarice. w 


Joint Committee to study need 
for extending renegotiation 


THe Jornt ComMMITTEE on _ Internal 


Revenue Taxation has started a study 
to determine (1) whether there is any 
necessity of extending the Renegotia- 
Act of 1951 beyond December 31, 
1956, and (2) 


found necessary, 


tion 
if any such extension is 
the extent to which the 
government contracts 
should apply after that date. The com- 
mittee has asked interested parties to 


send in 


renegotiation of 


written suggestions with re- 


spect to those questions. 


CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities 
practices for purchase or sale, purchase 
and sale of merchandise, a similar 
items. Rate per insertion: 40¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with 2 By to The 
Journal of Taxation, 33 West 42nd 
Street, New York 36. Replies should 
also be sent to this address. 


POSITION WANTED 

Attorney, age 34, 7 years general practice 
and some experience in tax matters, seeks 
position with individual or firm  special- 
izing in corporate and individual income 
tax saving techniques. Box 41 Journal of 
Taxation, 33 West 42nd St., New York 36, 
N.Y. 


| INDEX OF NEW DECISIONS 
IN THIS ISSUE 


NEW DECISIONS are listed below by the 
— significant word in the citation, generally 
the taxpayer’s last or principal name. 
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Announcing the forthcoming publication of 


PRACTITIONER’S GUIDES TO 
CURRENT TAX PROBLEMS 


. . . A series of practical, up-to-the-minute handbooks designed 
to give you the current picture on tax problems most widely 


encountered in practice today 


(6 x 9 inches), 
50¢ to $2. 
Editor of the Practitioner's Guide series is Eleanor 


WHAT THE PRACTITIONER'S GUIDES ARE: 
Each of the Practitioner's Guides is a concise handbook 
containing all the significant material on a particular 


paper cover; price will vary from 


subject which has been published in The Journal of 
Taxation during the past year. Each Guide includes in- 
terpretative articles, summaries of current court deci- 
sions affecting that subject, comment by The Journal's 
editors. The purpose is to bring together in a handy, 
low-cost handbook all a practitioner needs to know to 
orient himself on the current picture of that subject. It 
is intended to eliminate hours of searching, looking up, 


McCormick, LL.B., CPA, technical editor of The Jour- 
nal of Taxation. In addition, each Guide will be spe- 
cifically edited by the departmental editor of The Jour- 
nal of Taxation concerned with that subject. 

The first Guide deals with close corporations and 
related problems; others in preparation cover: stock 
options and other tax-saving compensation plans, tax 
advantages in incorporating, how to control capital v. 


gathering together from diverse sources, the material 
needed to get the current picture. 
The Guides will vary in size from 16 to 96 pages 


ordinary gains, tax effects of various inventory methods, 
depreciation, how to use 1954 Code provisions for 
maximum tax saving, and others. 


ORDER FORM 
CLIP OUT ALONG THIS LINE AND MAIL 


GUIDE How to organize the close 
corporation to minimize 
No. 1: taxes under the 1954 Code 


Here is a broad and up-to-date group of analyses, comments, new 
decisions on how the close corporation is being used to save taxes 
today. This Guide, containing over 50 separate items, includes helpful 
analysis of: 
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* How to set up the company The thin-incorporation problem: 
(1) is it loan or capital? (2) if 
loan, is it business? and (3) if loan 
is it now worthless? 

Minimizing taxes on transfers to 
controlled corporations 
The guaranteed-loan method of Tax considerations in 
getting ordinary-loss deductions 


* Getting money out at least tax cost 

* How to advance money to corpo- 
ration and get it back at least 
tax cost 
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switching 
from partnership to corporation 
Tax advantages of the corporate Advantages to investor of corpo- 
form rate form 
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“How to organize the close corporation to minimize taxes under the 
1954 Code” is 64 pages—plus cover, page size 6 x 9 inches, price $2. 
Material in it has been carefully chosen and edited from recent issues 
of The Journal of Taxation. Included are many technical and interpre- 
tative analyses, plus brief summaries of every important recent court 
decision and Revenue Ruling bearing on use of the close corporation. 


\@ USE THIS CONVENIENT FORM TO RESERVE YOUR “GUIDE” 
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